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SIGNIFICANCE OF INVESTED COST* 


A. C. LITTLETON 
Professor, University of Illinois 


MERICANS realize that they are in a 
A period of creeping inflation but 
they seem at a loss to know what 
to do about it. Other countries have ex- 
perienced a similar dilemma, notably Ger- 
many and France after the first World 
War. Especially in Germany a flood of 
literature appeared describing what should 
be done to and by accounting. There is 
little evidence, however, that those recom- 
mended modifications of accounting helped 
to slow the speed ot inflation or helped the 
people to escape the ultimate consequences 
of an extended rise in prices. 

This raises some questions for us. What 
reasons are there to lead us to believe that 
fundamental modifications in our estab- 
lished methods of enterprise accounting 
could do any better? Would changes in 
business accounting help to reduce the 
continuing expansion of our circulating 
medium? That development was systemat- 
ically fostered initially some twenty years 
ago under a get-us-out-of-depression psy- 
chology. It is still gaining momentum. 
Would changes in accounting reduce the 
tendency for government bonds to pile up 
in banks where they become a base for 
expansion of loans that are purchasing 
power to individuals? Would changes in 
accounting help to raise present low inter- 


* This paper was presented at the annual meeting 
of the American Accounting Association, Denver, 
Colorado, September 7, 1951. 


est rates? Low rates in themselves en- 
courage borrowing and hence encourage 
further competition for goods and services, 
with the consequence of pushing prices 
ever higher. 

I am as sympathetic as anyone to all 
reasonable attempts to make accounting 
data more serviceable. However, I do not 
care to see accountancy charged with 
responsibility for mitigating a rising spiral 
of inflation. Accounting is now being con- 
sidered by some people as contributing to 
the build-up of inflation; reform in ac- 
counting is being viewed as a possible 
means of leading us out of this economic 
danger. Accounting methods cannot, in 
any reasonable sense, have been responsi- 
ble for our inflation; and changed account- 
ing methods cannot reasonably be expected 
materially to affect the economic, financial, 
psychological and diplomatic conditions 
underlying our inflation. In view of this 
situation, accountants may as well be- 
come reconciled to the fact that they 
and their art very probably will be damned 
for neglect to change, or damned for 
belated and ineffective change, as the case 
may be. 

Accountants have shown reluctance at 
submerging the long developed techniques 
related to double entry accounts and his- 
torical cost. So they are sometimes charged 
with being unbending traditionalists. It 
is comforting, in this respect, to know 
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that accountants seem to have lots of 
company. A survey of opinion’ revealed, 
as of three years ago, that a wide variety 
of people were opposed to changing cor- 
poration income reporting in order to 
reflect price level fluctuations. Bankers 
were 9 to 1 of this opinion; business execu- 
tives and lawyers 3 to 1; controllers and 
government officials 2 to 1; accounting 
teachers 3 to 2; security analysts 7 to 5. 

But the sample was not all of one opin- 
ion. The loyal opposition, as the British 
say, was represented by economists and 
statisticians; these voted in a ratio of 7 to 4 
in favor of reflecting price change in the 
income statement. 

The present disturbed condition of the 
world, politically, economically, psycho- 
logically, is bound to have an impact upon 
accounting as on all aspects of our life. 
This impact could conceivably be received 
in silent acceptance; or it could be received 
with discussion, analysis, debate. All of 
us can be thankful that we can choose the 
second alternative. 

The current impact of changing price 
levels has stimulated a spirited discussion 
of accounting ideas. I am sure that ac- 
countants welcome debate, even though 
they may feel, as I suspect many do, rather 
inadequately prepared by experience to 
enter publicly into it. Economists, how- 
ever, are more accomplished in the arts 
of analytical and persuasive argumenta- 
tion. Undoubtedly we could profit from 
their example. Accounting has always been 
concerned with doing; its present day rami- 
fications are such, it would seem, as to 
show that we are in need of other experi- 
ence also, particularly experience in dealing 
analytically and persuasively and verbally 
with controversial ideas. 

Various ideas have been put forward in 
the name of making accounting more 
serviceable; but some of these seem to me 


1 Journal of Accountancy, November 1948, p. 366. 


capable, if adopted, of befogging some of 
the important services accounting has 
been rendering for a long time. Such a 
result would hardly be progress. On the 
other hand, it would indeed be progress 
to develop new techniques for making en- 
lightening, supplementary, interpretive 
analyses of data already available in 
today’s financial statements and in the 
accounts behind them. It would not be 
progress if index number adjustments en- 
tered ledger accounts, no matter how the 
resulting accounts might be named; and 
it would not be progress if index number 
adjusted items were substituted in state- 
ments for items now standing within the 
framework of the concept of objectively 
determined invested cost. 

The various ideas of change are un- 
doubtedly put forward with sincerity and 
in good faith. But do they derive from a 
clear appreciation of the fact that account- 
ing renders primary as well as secondary 
services? Is it not the primary function of 
accounting to furnish to management data 
about past transactions (invested cost) so 
that management can benefit from the 
knowledge of past experience when con- 
sidering the next future commitments? 
Management must be able to review its 
prior efforts; and no better measure of 
these exists than invested cost. Cost, to 
management, is an investment, a calcu- 
lated risk; management dare not lose sight 
of that investment as a risked-cost; to 
do so will deprive them of the basis for 
judging, in retrospect, the wisdom of hav- 
ing entered upon that risk. And that back- 
ward look at prior decisions, if it embraces 
objective data identifiable with prior de- 
cisions, can be a substantial factor when 
management faces decisions for the up- 
coming future. How else can we explain 
the development of standard cost and 
budgeted expense, than that these are 
created to stimulate comparisons that rest 
upon invested costs? 
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Can it reasonably be considered a func- 
tion of accounting superior to this one 
related to management, to say that ac- 
counting must furnish investors and lend- 
ers with data that have been already 
projected into the future, e.g. data as to re- 
placement prices? Perhaps investors do 
wish to capitalize forecasted income in 
order to produce an arithmetical evalua- 
tion of the company’s stock, and thus to 
be able to decide whether to buy or sell. 
Does it follow that nominal accounts and 
the income statement must furnish fore- 
casted data? Replacement prices are fore- 
casted prices until a given enterprise pays 
them in the market; then, for that enter- 
prise, they become invested cost. 

Let us look briefly at the past; it will 
not make stubborn traditionalists of us. 
Take note of the fact that accounting, 
under the earlier name of double entry 
bookkeeping, has developed out of trial 
and error attempts of owner-operators of 
business enterprises to get data in aid of 
managerial decisions of their day. The 
direct descendants of this conception and 
of the practices it has sponsored is modern 
industrial or managerial accounting, in- 
cluding cost accounting, standard cost 
methods, internal control, internal audit- 
ing, controllership—these being ably sup- 
plemented by break-even analysis, business 
budgets, statistics of general economic 
conditions. 

When we look about us it seems clear 
that business management has grown 
greatly in skill since the days of Paciolo 
and Columbus. I do not presume to say 
grown great because of accounting. Yet 
itis beyond dispute that the data furnished 
to management by accounts over a great 
many generations were data which we 
have come to call historical costs (or in- 
vested costs) meaning data drawn from 
actual transactions of a given enterprise 
acting in open bargaining exchanges with 
other people or other enterprises. 


Note that data of this kind have served 
business management well for a very long 
time; that modernization has duly ex- 
panded the capacity of accounting tech- 
niques to continue to discharge this func- 
tion satisfactorily; that management does 
not attempt to make decisions solely on 
the basis of account data; that manage- 
ment could not, and cannot, make the most 
dependable judgments under guidance of 
non-account data alone. 

Suggestions for making basic changes in 
accounting methodology, in spite of ob- 
vious sincerity, may not have included 
full recognition of the obligation that 
accounting still has to serve management 
with historical cost data; they may not 
have drawn upon a clear appreciation of 
the real capability of management. Per- 
haps some people have had a feeling of 
sympathy for management; perhaps they 
feel that managements face vast complexi- 
ties without being book-educated in the 
arts of comprehending and reacting ration- 
ally to the surges of a dynamic economy. 

I believe that most American manage- 
ment is keenly aware of the trends of the 
times. I doubt that this awareness could 
be substantially sharpened by any amount 
of tinkering with accounting. On the other 
hand, there can be little doubt that man- 
agement, and the public that has contact 
with financial statements, would welcome 
useful supplementary analyses of the pos- 
sible impact of economic conditions on 
the enterprise of their interest. 

But who is proposing a concrete pro- 
gram for furnishing supplementary analy- 
ses? How much of analysis can be crowded 
into the financial statements? How can 
we get people to read data that are now 
put into the statements? Who shall offer 
the service of preparing supplementary 
analyses? Should it be internal account- 
ants? Public accountants? How should a 
person desiring to render this kind of 
service proceed to round out his existing 


of 
a 
e 
n 
e 
e 
e 
d 
r 
€ 
y 
d 
a 
vf 
a 
e 
}- 
? 
S 
yf 
0 
it 
n 
id 
n 
d 
st 


170 The Accounting Review 


knowledge and skill so that this service 
may draw effective benefit from his prior 
experience? I am only raising the ques- 
tions; I do not plan to try to answer them. 

Some people see so much unused use- 
fulness in accounting data that they tend 
to become evangelists for a new account- 
ancy. They see so deeply into the economic 
kind of realities and into economic meth- 
ods of analysis that they are carried away 
by a vision of a new accountancy that 
will incorporate these methods. Some- 
times other people, similarly impressed 
with unused usefulness, tend to become 
apologists for accountancy as they know 
it. Accountants are said to have a good 
deal of traditionalism in their convictions; 
and that their ideas and methods of ac- 
counting are falling out of date. Critics 
see in accountancy a strong tendency to 
be conventional; it leans more upon ideas 
accepted by common consent as useful 
rather than on ideas justified and sup- 
ported by closely defined terms and 
precisely worded arguments. Hence ac- 
countancy seems to some people to be 
necessarily shot through with expediency. 
Accountancy it is said is utilitarian; hence 
it should be open to change whenever a 
new group of potential users see possible 
new uses. 

One can grant the grains of truth in 
these complaints and ideals. Yet we must 
remind ourselves that accountancy is a 
practical art. Practicality therefore must 
bulk large in accountants’ choice of ideas 
and methods. This is not equivalent to 
saying its reigning forces are expediency, 
convenience, tradition; practicality does 
not rest on these. Rather accounting as a 
practical art carries the flavor of “‘practi- 
cable,” that is, satisfactory in the light of 
experience and of capacity for use, in the 
light of methods that are attainable and 
of ideas that are acceptable to many 
users. 

If one has been strongly nurtured in 


theory, practicality probably seems to 
take second place to the greater value of 
new stimulating ideas. To one strongly in- 
fluenced through close contact with active 
accomplishment, theory often seems only 
a source of ideas to be judged and, perhaps, 
tried. The ideology of accountancy has 
grown up out of experience in using its 
methods. Its accepted theory therefore 
has a practical slant which is sharply 
conditioned by a commitment of account- 
ancy to serve the management of individ- 
ual business enterprises. Perhaps it is 
not too much to say, merely by way of 
completing the thought, that the ideology 
of economics grew out of observing people 
living and working as units in society. 
Being basically a philosophy, economics 
is naturally concerned with logically re- 
lated ideas and with thoughts about at- 
taining a better society. 

Does it not seem that these two disci- 
plines, though they do have something 
for each other, are nevertheless in actual 
contact only at a few points? If economic 
philosophy had to become as practical as 
accountancy has always had to be, ways 
would have to be invented for applying 
its ideas effectively, which is to say, ways 
of getting people to apply good economic 
reasoning to their decisions. If account- 
ancy were to aspire to become as theoreti- 
cal as economics, it would have to sacrifice 
a good deal of its present essence—objec- 
tivity—and be willing to extend its meth- 
odology to embrace forecasting the future. 

Wherein is the gain, for economics or 
for accounting, supposing either or both 
of these extensions of disciplines could be 
accomplished? 

I may perhaps express an opinion; but 
it will only apply to one of these exten- 
sions. A great disservice to a great many 
people could emerge if we attempted to 
produce data in financial statements which 
for a given enterprise would be essentially 
subjective projections into an unknown 
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future—these data being in exchange for 
the progress already achieved in making 
accounting data dependably objective. 

In working to produce objective, veri- 
fable data, accountants have been par- 
ticularly aware of certain duties that rest 
upon management: Management is duty 
bound to invest (buy) enterprise assets at 
the most advantageous available price and 
todisinvest (sell) at the most advantageous 
available price. That is a fundamental 
part of the working of our system of free 
enterprise. The system stands to suffer in 
some degree, and management surely is 
handicapped, if responsible executives can- 
not judge in retrospect the outcome of 
their prior commitments. A classified rec- 
ord of transactions stated in terms of in- 
vested costs (prior commitments) would 
seem an essential element for this use. 

As a consequence, accounting has an 
obligation to record and report historical 
or invested cost, not as a convention or a 
tradition, but as a service necessity. Along 
with this duty there rides another: an 
accounting duty to guard the integrity 
of its data against internal modifications, 
if those modifications seem likely to under- 
mine objectivity and reviewability. An 
example of such modifications would be 
the injection of data such as replacement 
prices; these are still wholly outside the 
prior decisions and the recorded experience 
of that enterprise. Reserves, yes; collateral 
interpretations as space permits, yes. But 
not adjustments which may obscure the 
reading of management’s activities as ex- 
pressed in the recorded, invested, con- 
tractual costs of that particular enterprise. 

Facts outside of an enterprise, such as 
replacement prices, do have significance 
to management, but they can hardly be 
considered facts suitable for use in ledger 
accounts. Until the enterprise has itself 
bought at a new price, its prior purchase 
cost should remain an unchanged statisti- 
cal and historical fact. It is historical be- 
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cause it happened; it is statistical in the 
sense that another price substituted will 
undermine the statistical integrity of the 
category involved. 

It is fair to say that the concept behind 
a term is more important than the words 
which clothe it. This must be so since a 
concept involves purposes and _ limita- 
tions, and these cannot be suitably re- 
flected by a phrase of a few words. So per- 
haps it may add something to the line of 
thought here developed about concepts to 
look briefly at terminology. 

The adjective “historical” as applied to 
cost in accounts may seem inappropriate 
because it may convey the idea of an ac- 
counting usage that had merely the virtue 
of having survived. Survival is indeed a 
characteristic of the concept here under 
consideration. But the concept survived 
because of its continued usefulness; its 
usefulness now does not flow from its age. 

The adjective “original” applied to cost 
has apparently been considered to have 
lost general usefulness because it has been 
given a sharply particular meaning in the 
accounting requirements prescribed for 
some regulated industries. (‘Cost to the 
first owner.’’) 

A particularly significant phrase would 
seem to be “cost price,”’ except that some 
people might think it could only refer to a 
unit price. The term ‘“‘aggregate bargained 
price” might cancel out this deficiency, for 
each word in that phrase adds something 
definite to the intended meaning. ‘“In- 
vested cost’’ carries much the same basic 
idea as “bargained price,” and perhaps is 
the most useful term in the list. 

If properly understood, any of these 
phrases can be seen to touch some part 
of this concept which so many accountants 
consider an important aspect of their art. 
The words “historical” and “original” 
point one’s thought to the fact that the 
data in accounts rest upon accomplished 
events. These terms therefore tend to 
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negate any idea that account data speak 
of current or future values. “Price,” in 
the two examples given, seems to point 
one’s thought toward an agreement be- 
tween independent parties. For an account- 
ing use there is no reality in a price tag; 
that is no more than an invitation to 
buy; it speaks of a possibility to be made 
real only through a separate act by some 
person other than the writer of the price 
tag. 

The word “invested,” as attached to 
cost, carries to the mind the following 
thoughts: that the two parties concerned 
have negotiated a meeting of minds; that 
each party is satisfied the exchange will 
prove to his advantage; that now, for the 
first time in this situation, a figure in dol- 
lars has emerged which justifies a new 
entry in the accounting records of both 
parties. 

“Invested cost’’ seems to embrace more 
of the concept involved here than any of 
the other terms alone. It comes closest to 
reminding the reader of the relation of 
accounting data to management’s use. It 
does this in part because “invested cost” 
is a phrase that can speak of liabilities 
and income as well as of assets and ex- 
pense. It must be clear that expressions 
such as “replacement costs,” “income ex- 
pectations,” “fluctuation profits,” etc., 
lack the concreteness attached to the term 
“invested cost.” 

Along with a questioning of customary 
terminology, the thought appears now and 
then that there is no such thing as a princi- 
ple of historical cost. In a certain verbal 
sense this is perhaps true; in a conceptual 
sense however there is a definite need for 
something that might bear that title “‘ac- 
counting for invested cost.’”’ There are no 
accounting principles in the dictionary 
sense of immutable laws. The laws of 
nature are not operative as such in ac- 
counting. The objectives and reasoned 
preferences of experienced men are the 
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operative, even controlling factors, in ac. 
counting. 

The ideas embodied in the phrase “ac. 
counting for invested cost” may be diffi- 
cult to formulate in a way that would spell 
out a principle; and these ideas may under- 
go evolutionary change. Yet these ideas 
still have a basic relation to all other as- 
pects of the whole which we have come to 
call accountancy. For they touch the ob- 
jectives and limitations and preferences 
which make accountancy what it is. What 
shall we say accountancy is? I suggest 
that it is a rational and widely useful disci- 
pline, distilled through many years of 
trial, and committed at its base to aid 
enterprise managements in their need for 
a means of appraising in retrospect, the 
wisdom of prior decisions that have passed 
at once beyond recall. 

We cannot afford to subtract the con- 
ceptual sense of the phrase “accounting 
for invested costs’ from our discipline, 
or to allow it to be smothered by argu- 
ments born of a union of the exigencies 
of the contemporary scene and of a defini- 
tional approach to logic. Accountants 
need not feel on the defensive. Concepts 
are more significant than terminology, no 
matter how skillfully definitions may be 
entwined. Ideas that have effectively 
served the needs of the past, instead of 
having two strikes on them, may quite pos- 
sibly be able to contrive also to serve the 
needs of the present. Accountancy may 
do this even though the complexities of 
today seem to some people to cry out for 
immediate solution through new methods. 
Immediate, hurry-up solutions have a way 
of turning sour after a while. Witness the 
asset write-ups of the 1920’s. New meth- 
ods that survive are as a matter of fact, 
not usually very new, being most often 
supplements that give added support to 
existing time-tested methods. 

In essence the issue behind any discus- 
sion of the significance of invested cost 
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will always involve the dilemma of cost 
versus value as the clue to accounting 
function. And always the discussion will 
fail to break the dilemma by defeating 
one side. In the 1920’s and 1930’s appraisal 
write-ups and write-downs expressed the 
same dilemma as that being faced today. 
The dilemma was not broken; the same 
accounting choice again is, cost or value. 
There are new overtones now, but they do 
not change anything basic. Perhaps some 
action may soon be agreed upon. But it 
cannot constitute a solution since the 
word dilemma means that a choice among 
alternatives is to be faced. Whatever the 
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choice expressed in a solution, it is likely 
to be temporary in effect, unless complex 
circumstances other than the choice se- 
lected shall make recurrence of the old 
dilemma impossible. 

Surely there is little probability of cir- 
cumstances appearing that will permanent- 
ly separate, or combine, cost and value. 
Some men will continue to know that they 
need value information to judge their 
future, and other men will continue to 
know that they need cost information in 
order to discharge their responsibilities. 
Cost and value must somehow continue to 
live together. 
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REPORT OF THE COMMITTEE ON COST 


CONCEPTS AND STANDARDS 


I. INTRODUCTION 


HE COMMITTEE ON COST CONCEPTS 

AND STANDARDS was reactivated for 

the year 1951 by the Executive 
Committee of the American Accounting 
Association. The Executive Committee 
hoped that in reestablishing this Com- 
mittee, the ground work laid by previous 
committees would be carried forward to 
the benefit of the Association and the pro- 
fession of accounting as a whole. The fol- 
lowing statement prepared by the Com- 
mittee is not to be construed as a state- 
ment sanctioned in every respect by the 
American Accounting Association. It is 
prepared solely as a statement represent- 
ing the majority views of the 1951 Com- 
mittee on Cost Concepts and Standards. 

The 1951 Committee made an intensive 
exploratory study of the possibility of 
setting forth principles, concepts, and 
standards of accounting. Relative to the 
problem of setting forth principles of cost 
accounting, it came to much the same con- 
clusion as did the 1947 Committee: “the 
use of the word ‘principles’ might well be 
avoided at this stage of the develop- 
ment....”’’ Other terms appeared more 
useful and meaningful. The 1951 Com- 
mittee was reluctant to take the responsi- 
bility of setting forth guides to action 
which might be either so general as to 
have little applicability to the concrete 
situation or to be so specific as to have 
limited scope. 

The 1951 Committee stressed in its 
studies the possibility of defining and clari- 
fying a multitude of concepts that have 
over the years been coming within the 
sphere of the cost accountant. As an ap- 
proach to offering positive guidance to 
current cost accounting problems, the 


Committee felt that this afforded the best 
opportunity to be of service at the present 
time. As a consequence, major stress of 
the 1951 Committee is upon cost concepts 
and related business decisions and policy 
and, to a lesser extent, upon principles or 
standards of cost accounting. 


Significance of Cost Accounting 


Cost accounting is a tool of manage- 
ment. In so far as it aids management 
in the preparation of general financial 
statements, it supplies data which may 
be used eventually as a guide to the over- 
all efficiency of an organization, the rela- 
tive efficiency of a firm to other firms in an 
industry, or the relative profitableness 
of present pursuits of management as con- 
trasted to alternative opportunities. The 
data of the cost accountant utilized in 
conjunction with those of the statistician, 
the economist, the engineer, and others 
may be employed in efforts to maximize 
the profits of a firm. Operating cost data 
may be used in budgeting and to provide 
management with a basis for controlling 
costs. A host of additional data, partially 
or wholly supplied by the cost accountant, 
will be pertinent to a broad area of de- 
cisions relating to choice. Cost data when 
properly utilized can do much to maintain 
or increase the income potentialities of a 
firm. 


Relationship to Financial Accounting 


Cost accounting is not an_ isolated 
phenomenon separated and divorced from 
other areas of accounting. Rather, it 
draws from financial accounting basic 
recorded facts, and, in turn, furnishes the 
financial accountant needed cost informa- 
tion. Cost accounting becomes differen- 
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tiated from general or financial accounting 
when, in addition to providing data for 
financial accounting purposes, it provides 
management with a host of cost measure- 
ments pertinent to problems of control 
and decisions relating to alternatives. 


Objectives of Cost Accounting 


The objectives of cost accounting are: 


a. To accumulate costs necessary to the prepa- 
ration of general financial statements. 

b. To provide various levels of management 
with cost data necessary to the control of 
cost. 

c. To provide management with cost infor- 
mation necessary to business decisions and 
related policy. 


The first objective relative to costs re- 
quired in the preparation of general finan- 
cial statements is not necessarily stated 
in the order of its importance among the 
objectives of cost accounting. It is listed 
in its present order because the Committee 
felt that this objective represents the con- 
necting link between general and cost 
accounting. By this objective is meant the 
gathering of costs by product or time 
period to facilitate the preparation of 
periodic statements and the process of 
budgeting. This objective concerns the 
cost accountant measuring costs related 
to goods and services and to a period of 
time. 

The second objective, ““To provide vari- 
ous levels of management with cost data 
necessary to the control of cost,” refers 
to the work of cost accounting in providing 
cost information helpful particularly to 
technical management, factory, distribu- 
tion, or office. Such data will be supplied 
to assist management to control opera- 
tions. Especially does this objective apply 
to the gathering of information most use- 
ful to a management interested in obtain- 
ing optimum use of men, machines, and 
materials in the light of a given demand for 
the products or services sold. 

The third objective, “To provide man- 
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agement with cost information necessary 
to business decisions and related policy,” 
points to a new and dynamic phase of 
cost accountancy. Although the first two 
objectives given relate to cost data which 
may be useful in the realm of business 
decisions and policy, this objective refers 
to business decisions and policy requiring 
cost data of a specialized nature which 
are not ordinarily encompassed within 
the scheme of general financial accounts or 
included within the sphere of cost measure- 
ments useful for technical control purposes. 
Consequently, this objective points to the 
necessity of measuring costs in a multi- 
tude of different ways, particularly meas- 
urements which are useful only to the 
decisions with reference to which they 
were drawn. 


Scientific Approach to Cost Computation 
and Measurement 


Scientific methods in general involve the 
establishment of valid conclusions on the 
basis of relevant facts. The valid conclu- 
sions sought may be anything from a fun- 
damental general law to the determination 
of an exact measurement. It is required 
that the scientist ascertain what facts are 
relevant to the conclusions sought, that he 
seek those facts, observe them competent- 
ly, and measure their significance. Facts 
themselves are not only observed phenom- 
ena, but also the relationships between 
phenomena. The cost accountant can do 
no less than apply this scientific method 
to whatever extent possible within the 
area in which he renders service. 


II. COST CONCEPTS 


There is a wide diversity in the use of 
terms and concepts employed in cost com- 
putations. This diversity is the result of 
a variety of causes. One of these is the 
different conditions under which costs may 
have to be computed. Economists have 
developed some concepts related to cost. 
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Accountants have developed some that 
are applicable to the solution of their 
problems. Engineers have to consider 
costs, and their concepts and terminology 
have been developed according to their 
needs. Many persons have faced cost prob- 
lems without training or wide experience, 
and consequently have improvised con- 
cepts to serve limited purposes. Also, 
writers in the field of cost accounting, not 
content to follow others, often appear to 
have sought to introduce an element of 
orginality into their statement without giv- 
ing thought to potential confusions. 

In stating concepts, certain require- 
ments should be met as far as possible. 
A concept already recognized should be 
stated in terms in which it has become 
generally familiar, as long as the term is 
clear and readily understood. The con- 
cept should be stated and used in such a 
manner that there is the least possible 
doubt concerning its meaning. It should 
be stated in terms consistent with the use 
to be made of it and with the actual phe- 
nomena with which it deals. Successful 
fulfillment of these requirements in any 
statement of concepts indicates the 
achievement of a high ideal. Even a sub- 
stantial approach toward fulfillment will 
be a worthy accomplishment. Concepts 
develop as the need for them arises; and 
as needs change concepts may also change, 
or may even have to be abandoned in 
favor of more useful ones. This has been 
true in the precise natural sciences and 
most certainly it must be true in account- 
ing and business administration. The fol- 
lowing statement of concepts is therefore 
made with full awareness of its tentative 
nature. 

COST is foregoing, measured in monetary 
terms, incurred or potentially to be incurred to 
achieve a specific objective. 

The term “‘cost” is a generic term pur- 
posely defined broadly so as to encompass 
all the various types of cost employed by 
the cost accountant. When the term is 
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specifically used, it is always with refer. 
ence to the object costed—it has to do with 
the cost of something. There is also im- 
plicit in the use of the term the fact that 
cost is incurred by some person or group of 
persons. If the above definition of cost is 
accepted, then a logical definition of cost 
accounting would be: 


COST ACCOUNTING is the measurement of 
cost in accordance with the needs of business 
management. 

HISTORICAL COST is cost measured by ac- 
tual cash payments or their equivalent at the 
time of outlay. 


Such measures of cost are verifiable by 
records of transactions that have occurred 
or by commitments definitely made. His- 
torical costs are ordinarily the relevant 
costs to use in connection with general 
accounting. They have no relevance to 
administrative decisions concerning the 
future except to the extent to which the 
past may throw light on the future. The 
terms historical cost, original cost, and 
actual cost are often used interchangeably, 
and such usage will be followed in this 
report. 


FUTURE COSTS are costs expected to be 
incurred at a later date. 


Future costs are significant to decisions 
of management concerning operations in 
the future. To a limited degree, the past 
may be projected into the future, but, by 
and large, experience with the past mere- 
ly provides management with the skill to 
predict, with varying degrees of certainty, 
and to draw conclusions on the basis of 
these predictions. The extent to which 
historical cost data have provided perti- 
nent information in the past, and the ac- 
curacy with which various cost relation- 
ships have been established, will strongly 
affect the extent of management’s prob- 
ing into the future and the reliability of 
its predictions, 

REPLACEMENT COST is cost in the pres- 
ent market. 
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Where the objective of management is 
the acquisition of data relevant to a cur- 
rent valuation of assets or of the prepa- 
ration of a statement of income in econom- 
ic terms, this concept is a useful one. 


STANDARD COSTS are scientifically pre- 
determined costs. 


A standard is an established measure ex- 
pressed in terms of definite specifications 
and applicable within a given area or to 
a given situation. The standard cost of a 
product or operation is the cost of that 
product or operation if the production 
has taken place or if the operation has been 
carried out strictly in accordance with cer- 
tain specifications which were established 
as standard. In the production of goods, 
specifications are made and thus standards 
are set with respect to quantities of ma- 
terials to be used and the acquisition cost 
of those materials, labor time to be used 
and the wage rates specified therefor, and 
overhead to be incurred and charged under 
certain specified conditions. 

Since standard costs may serve manage- 
ment for a number of purposes, the stand- 
dards that are constructed are established 
in terms of the purposes that they are 
primarily to serve. There can be, there- 
fore, no one standard cost of anything, 
but there may be several different stand- 
ards to whatever extent needed to serve 
the purposes at hand. The meaning of cost 
standards in a given situation and the 
interpretation of variances therefrom pre- 
supposes an understanding of the stand- 
ards used in relation to the purposes they 
primarily serve. 

ESTIMATED COSTS are predetermined 
costs. 


Estimated costs differ from standard 
costs in that less care and objectivity are 
employed in their measurement. Although 
they may be utilized in lieu of standard 
costs, less reliance can be placed upon them 
in contrast to the use of more scientifically 
predetermined costs. 
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PRODUCT COST is cost associated with 
units of output. 


Such costs are particularly pertinent to 
the problem of financial statement prepa- 
ration. They are utilized in establishing 
inventory values and in ascertaining peri- 
odic profits. They may be used for general 
pricing purposes and for ascertaining the 
profitableness of different lines of product 
or different services rendered. Depending 
upon the objective in mind, such costs 
may be measured in terms of historical, 
future, replacement, standard, or esti- 
mated costs. 


PERIOD COST is that cost associated with 
the income of a time period. 


Narrowly applied, as a contrasting term 
to product cost, this concept refers to all 
costs except product costs that are charged 
against the revenue of a time period. Used 
broadly, period cost refers to all charges 
against the revenue of a time period, in- 
cluding product costs. 

DIRECT COSTS are those costs obviously 


traceable to a unit of output or a segment of 
business operations. 


Such costs have particular significance 
in the area of determination of product 
costs and in the development of aids for 
the control of business operations. It must 
be kept in mind that any classification of 
cost into direct ana indirect is relative, 
that many costs, although not traceable 
directly to an object being costed, are 
actually components of the object being 
costed. The greater the number of costs 
directly assignable to the object being 
costed, the more valid will be the cost 
accountant’s efforts in supplying accurate 
cost data useful to management. 


PRIME COSTS are the labor and material 
costs directly traceable to a unit of output. 


In the historical development of cost 
accounting, the early use of this term was 
synonymous with the term “‘direct costs.” 
However, with the development of more 
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refined techniques of cost measurement, 
a greater number of costs may now be 
classified as direct. 

INDIRECT COSTS are those costs not ob- 


viously traceable to a unit of output or to a 
segment of business operations. 


Thus defined, the term indirect costs is 
synonymous with overhead costs. These 
costs are commonly associated with units 
of output by means of an overhead rate 
or rates. Prior to such association, various 
bases of allocation are employed to allo- 
cate indirect costs to operations, processes, 
or departments. The relativity of the terms 
direct and indirect should be clearly un- 
derstood. Whereas certain costs may be 
indirect relative to product, they may be 
direct to other objects, such as a machine, 
an operation, or a department. 

FIXED COSTS are those costs which do not 
change in total as the rate of output of a concern 
or process varies, 

VARIABLE COSTS are those costs which do 


change in total with changes in the rate of out- 
put. 


The terms fixed and variable must be 
conceived as relative rather than as ab- 
solute terms. If a sufficiently large change 
occurs in the rate of output, practically all 
costs may be caused to vary. On the other 
hand, if the change in output is small, it 
might be difficult to find and measure any 
change in costs. Consequently, it is gener- 
ally understood that the terms fixed and 
variable as employed in a given case apply 
to an assumed or specified range of out- 
put. Variable costs need not vary in direct 
proportion to the rate of output. Depend- 
ing upon the cost components involved and 
their relationship to output, the patterns 
of variation may be many and diverse. 

The terms semi-variable and semi-fixed 
costs have come into use in recent years. 
Some accountants distinguish rather 
vaguely between the two terms, but the 
general concept of these terms grows out 
of the fact that there are some elements of 
cost that apparently remain fixed over a 
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relatively small range of variation in out- 
put and then abruptly change to a new 
level, remaining fixed again over another 
short range of output. This situation may 
better be described by calling these same 
costs variable, but noting that they do 
not vary continuously with output but 
rather by steps. It is proposed that a 
clearer expression of these conditions 
would be to preserve the terms fixed and 
variable costs and then to recognize two 
conditions of variation, namely, practi- 
cally continuous variation and intermit- 
tent variation. Thus variable costs would 
be classified as continuously variable 
costs and intermittently variable costs. 
Very few costs except component material 
costs conform to the concept of continuous 
variability. Even then if product units 
are large and the component material 
units large, the costs will vary by per- 
ceptible quanta. 

OPPORTUNITY COST is the measurable 
advantage foregone as a result of the rejection 


of alternative uses of resources whether of ma- 
terials, labor, or facilities. 


Since the decision to employ resources 
for one purpose or in one manner and to 
reject others is made for the future, it 
follows that opportunity costs, when they 
are relevant to a decision, are a type of 
future costs. 

IMPUTED COSTS are costs that do not in- 
volve at any time actual cash outlay and which 
do not, as a consequence, appear in the financial 
records; nevertheless, such costs involve a fore- 


going on the part of the person or persons whose 
costs are being calculated. 


In many cases, these foregoings may be 
measured as opportunity costs. Examples 
of such costs are salaries of owner-opera- 
tors of single proprietorship or partner- 
ship enterprises, rental value of owned 
properties, and interest on invested capi- 
tal. Although such costs do not constitute 
historical costs and although they may at 
times not be precisely measurable, they 
may be vitally significant facts in making 
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business decisions. Decisions so affected 
may involve the choice of going into busi- 
ness for one’s self as an alternative to work- 
ing for salary, or a decision to apply a 
portion of one’s capital to acquiring a 
building instead of renting and using that 
capital in some other way. The inclusion 
of imputed costs also becomes important 
in the making of certain cost studies in- 
volving comparisons between concerns 
operated as corporations with others oper- 
ated as personal enterprises or between 
the use of a machine process and a hand 
process. 

CONTROLLABLE COSTS are those costs 
subject to direct control at some level of manage- 
rial supervision. 

These costs are not the equivalent of 
variable costs. They may include fixed 
costs. For example, a plant service de- 
partment should be able to control the 
cost of window washing even though win- 
dow washing may be classified as a fixed 
cost. On the other hand, power cost may 
represent a variable cost, but because of 
of the impracticability of metering power 
to certain operational areas, such costs 
will be uncontrollable in these areas. De- 
pending upon the departmental area in- 
volved and techniques available for cost 
measurement, a specific cost may be classi- 
fied both as controllable and uncontrol- 
lable. To an unmetered department, power 
usage may be uncontrollable; to the de- 
partment producing power, power pro- 
duction cost may be controllable complete- 
ly or in part. 

UNCONTROLLABLE COSTS are those 


costs not subject to control at some level of 
managerial authority. 


Rent cost may be subject to the control 
of that management which has the author- 
ity to make and renew leases. On the other 
hand, rent cost would be uncontrollable 
by a departmental supervisor who has 
been assigned a certain amount of space. 
At the level of the departmental super- 
visor, rental cost is uncontrollable. 
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JOINT COSTS exist when from any one unit 
source, material or process, there are produced 
units of goods or services which have different 
unit values. 


These ‘units of goods or services” are 
termed joint products. The relative pro- 
portions of joint products may vary con- 
siderably in different situations ranging 
all the way from scrap to products of ap- 
proximate equality. Usually joint products 
of minor significance are classified as by- 
products. The joint costs are the total costs 
incurred up to the point of separation. 
Joint products may exist within a business 
even when end-products or services pro- 
duced are not themselves joint products. 
When the several unit areas of a building 
have different rent values, the rental cost 
of the building as a whole is a joint cost. 
Although in practice various expedients are 
used to apportion joint costs among prod- 
ucts or services, there is no known accurate 
method of joint cost apportionment. 


SUNK COSTS are historical costs which are 
irrecoverable in a given situation. 


A classic illustration of a sunk cost is 
the cost of drilling a dry oil well. The re- 
covery of cost is contingent upon the yield 
of the well. Should the yield be insufficient 
to recover the costs incurred, such costs 
will not be relevant to future decisions 
made with respect to the well. The essen- 
tial feature of sunk costs in making man- 
agerial decisions is that they may be ir- 
relevant either in whole or in part. 

DISCRETIONARY COSTS, often termed 
escapable or avoidable costs, are those costs 


which are not essential to the accomplishment of a 
managerial objective. 


Many costs are of the type that must be 
incurred in order to attain an ultimate ob- 
jective. Others may not be essential. For 
example, it may be demonstrated that 
keeping walls of a factory department 
painted may have some effect on output, 
directly or indirectly. However, it may 
not be necessary to paint those walls. 
It may be merely a matter of adminis- 
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trative choice. Also, if the walls are 
painted, it is a matter of discretion as to 
how often the painting shall be done. The 
same may be said of many other costs. 
This concept may have considerable signi- 
ficance when study is made of cost be- 
havior since obviously some costs behave 
as they do because of administrative de- 
cision. 

POSTPONABLE COSTS are those costs 
which may be shifted to the future with little 


or no effect on the efficiency of current opera- 
tions. 


These costs differ from discretionary 
costs in that they must be incurred at some 
date. Examples of postponable costs are 
repairs and overhauls to machinery and 
equipment which although essential to 
continued efficiency may be deferred with 
little or no effect on current operations. 

OUT OF POCKET COSTS are those costs 


which with respect to a given decision of manage- 
ment give rise to cash expenditures. 


These costs are relevant where complete 
product costs have little or no relevance. 
In situations where management is inter- 
ested in whether a particular venture will 
be sufficiently profitable to carry at least 
the cash expenditures occasioned by the 
venture, this concept has significance. 

DIFFERENTIAL COSTS are the increases 
or decreases in total cost, or the changes in specific 


elements of cost, that result from any variation 
in operations. 


Most frequently this concept is applied 
to changes in total cost resulting from 
changes in the volume of output. When so 
applied, the concent becomes practically 
synonymous with marginal cost. However, 
the concept has a much wider application. 
For example, it is unquestionably applic- 
able to the costs incurred in processing 
and disposing of a by-product, which costs 
would not have been incurred had the ma- 
terial so processed been permitted to go to 
waste. Also, it is evident that differential 
costs may, under certain conditions, con- 
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sist only of variable costs. However, in 
making some decisions, differential costs 
may also contain elements that are or will 
become fixed. Adding a new process or 
changing a process so as to require addi- 
tional equipment are illustrations. Differ- 
ential costs are usually thought of as in- 
crements. They also have their decremen- 
tal aspects as well. A reduction in volume 
of output will be accompanied by some 
reduction in total cost. In most business 
decisions involving adjustments of policy, 
differential costs are the most relevant 
costs. 


Ill. COST ACCOUNTING AND FINANCIAL 
ACCOUNTING 


A basic objective of cost accounting 
stated earlier in this report is ““To accumu- 
late costs necessary to the preparation of 
general financial statements.” In accom- 
plishing this objective, cost accounting 
draws from data contained in the basic 
financial records. However, it refines and 
utilizes such data to facilitate (1) the 
preparation of the operating and financial 
budgets, thereby assisting in the estab- 
lishment of a profit goal, and-(2) the 
determination of periodic profits as well 
as costs related to inventories, thereby 
providing an over-all check on the attain- 
ment of the profit goal. 


ESTABLISHMENT OF A PROFIT GOAL 


Budgets are essential to the establish- 
ment of a profit goal. They may attempt 
to set up in advance a plan of action either 
for the immediate future or a longer period 
of time. A master budget consists of finan- 
cial, sales, production, selling expense, 
administrative expense, and other budgets. 
Each budget, or its subdivision, is made the 
responsibility of an executive, department 
head, or foreman. Reports are issued by 
the cost accounting or budget department 
to highlight actual performance in com- 
parison with limits set by the budget. 
Budgetary amounts are based partly on 
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past experience and partly on expected 
future conditions. 

Successful budgeting requires the de- 
tailed collecting, recording, and summariz- 
ing of transactions dealing with all com- 
ponents of cost. The achievement of this 
task revolves around the chart of accounts, 
the cost system, and the company’s policies 
regarding the treatment of cost elements. 
As details are reported to department 
heads and foremen, management is able 
to observe and bring into focus the various 
segments of the total picture as laid down 
in the budget. The progress toward finan- 
cial year-end success is constantly guided 
and controlled by actions taken daily, 
weekly, and monthly by cost accounting 
techniques and procedures. Periodically, 
actual results will be contrasted with a 
revised budget, i.e., the original budget 
reconstructed in the light of actual happen- 
ings. 

The chart of accounts is the vehicle to 
direct the financial transactions of the 
business into proper accounting channels. 
The coding or numbering system should 
be designed to permit efficient recording 
and prompt reporting. At times, data 
gathered in the accounts may have to be 
further subdivided for additional analysis. 
This is particularly true in connection with 
distribution costs. The chart of accounts 
should allow for the preparation of annual 
financial statements in harmony with 
planned intentions as shown in the budget. 
At the same time, it should provide the 
cost department with the possibility of 
reporting and analyzing the costs for 
managerial guidance throughout the fiscal 
period without requiring too much addi- 
tional analysis. =" 

Closely related to the chart of accounts 
is the cost system. Basically, two types 
of cost systems exist: the actual cost and 
the predetermined or standard cost sys- 
tem. However, the line of demarcation 
between each type in modern costing may 
be tenuous. An actual cost system makes 
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use of predetermined figures, particularly 
in connection with the charging of manu- 
facturing expenses to jobs, products, and 
departments. Most standard cost systems 
include the determination of actual costs. 


DETERMINATION OF PROFITS 


Cost accounting is greatly influenced by 
dogmas, doctrines, principles, and con- 
ventions generally adhered to or practiced 
by the profession of accountancy as a 
whole. It is the purpose of this section to 
examine these dogmas, doctrines, etc., 
which are particularly significant to the 
cost accountant’s efforts in the area of 
income determination and the relation of 
costs to inventories. 


The Dogma of Consistency 


Consistency refers to the use of account- 
ing methods and procedures followed with 
such uniformity that comparisons among 
time periods are facilitated. ‘In dealing 
with relationships between cost account- 
ing and financial accounting, it is assumed 
that costing methods are consistent with 
financial accounting methods. Such an 
agreement establishes the often expounded 
and desirable tie-in of the cost accounts 
with the financial accounts. However, as a 
forecaster and an interpreter, the cost ac- 
countant’s role is hampered if a narrow 
interpretation of consistency is made the 
cornerstone of his activities. Many reports 
and analyses prepared by the cost account- 
ant come from sources outside of the rec- 
ords, and such data may not be based upon 
historical cost. Consistency, in so far as the 
cost accountant’s efforts are concerned, must 
refer to presenting data having reference 
to similar situations in comparable form. 


The Docirine of Materiality 


This has to do with the significance of 
amounts. In cost accounting this doctrine 
plays a part in connection with the ulti- 
mate disposition of over- or under-ab- 
sorbed overhead, standard cost variances, 
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unusual gains or looses, and many other 
items. 


The cost convention 


In the application of principles of con- 
sistency and materiality, cost accounting 
is strongly influenced by such accounting 
conventions as the “‘cost”’ convention and 
the “‘period”’ convention. The term “cost” 
as usually employed in financial account- 
ing refers to the use of historical cost as a 
basis for transferring values from one ob- 
jective to another, from one classification 
to another, and from one process or ac- 
tivity to another. Although historical cost 
is important for financial accounting pur- 
poses, it must be kept in mind that costing 
is rarely based upon such cost. The use of 
original costs in the costing process is al- 
ways accompanied by estimates and ap- 
portionments that are based upon assump- 
tions. Even if the actual costs are used in 
charging material and labor costs to prod- 
ucts, manufacturing expenses are often 
taken to product via a predetermined rate. 
Therefore, as a matter of fact, pure his- 
torical costing does not take place. Fur- 
ther, for managerial guidance in business 
tactics and price-setting, the original cost 
is seldom helpful. Replacement or future 
costs will need to be substituted. However, 
at the present time, any conversion of his- 
torical costs to replacement or future costs 
should be supplementary with respect to 
formal financial statements based upon 
historical cost. 


Convention of an accounting period 


The convention of an accounting or 
fiscal period deals with the desirability of 
separating the life of an enterprise into 
convenient time spans, usually years, for 
the purpose of reporting to owners, in- 
vestors, and government agencies. This 
accounting convention, which has as its 
objective, comparableness, has led to two 
accounting classifications significant to 
the relationship between financial and 
cost accounting: 


(1) Capital and revenue expenditures, 
This classification looks upon expendi- 
tures as belonging to one of two groups. 
The “capital” expenditure group considers 
the cost as belonging essentially to more 
than one accounting period. Periodically, 
therefore, a portion of this cost is sepa- 
rated from the basic capital charge and 
transferred as a charge against current in- 
come. Other expenditures considered di- 
rectly applicable to the period under re- 
view are taken as deductions from current 
revenues. 

(2) Product and period costs. This di- 
vision of costs represents basically a re- 
finement of the capital-revenue classifica- 
tions for purposes of cost accounting. 
Revenue charges are related either di- 
rectly to the product (product cost) or 
directly to the revenue of the period in 
which incurred (period cost). No hard and 
fast rule can be given with respect to this 
two-fold division. Usually the classifica- 
tion is based upon a company’s or indus- 
try’s experience, intentions, convenience, 
and expediency, or upon instructions is- 
sued by regulatory bodies. Where material 
amounts are not involved, errors relative 
to the classification of some revenue debits 
as either product or period costs have little 
significance. However, where amounts are 
material, the doctrine of consistency, 
broadly interpreted, should be a guide to 
the proper handling of these charges. 


Direct and indirect costs 


The product-period cost classifications 
are greatly influenced by divisions of cost 
on the one hand into direct and indirect 
and on the other into fixed and variable. 
Direct costs are assumed to constitute in- 
separable parts of the product unit cost. 
Indirect costs arise where there appears 
to be no immediately measurable relation- 
ship between certain expenses and prod- 
uct. Factory overhead, distribution ex- 
pense, and administrative expense are 
subclassifications of indirect cost. In order 
to obtain as complete a cost of product as 
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possible for financial accounting purposes, 
factory overhead is ordinarily related to 
product by means of a rate or rates. Some 
attempts have been made in recent years 
to do with distribution expense much the 
same aS has been done with manufactur- 
ing expense: to relate such costs to prod- 
ucts sold by means of rates. In contrast 
to factory overhead, however, it is difficult 
to relate causally such costs to product. 

Relative to management’s problems in 
connection with the control of cost through 
budgeting, costs classified as indirect for 
product costing purposes may be direct 
for control purposes. The test of direct- 
ness in this latter case is whether the ex- 
pense is traceable to the supervision of 
some responsible executive. It should be 
kept in mind, however, that even though 
traceable directly to some supervisory 
area, the cost may not be subject to the 
control of the supervisor. (See definition 
of controllable costs.) 


Fixed and variable costs 


The fixed-variable classification of cost 
affects the period-product classification 
in that many accountants feel that fixed 
costs should be charged to product by 
means of a normal overhead rate or rates. 
Depending upon the particular concept of 
normal employed, e.g., practical capacity, 
normal utilization of plant, or merely a 
normal seasonal rate, varying amounts of 
fixed cost will be taken to product. Also, 
amounts of year-end capacity variances 
will differ depending upon the type of over- 
head rates employed. The classification of 
costs into fixed and variable, and the selec- 
tion of a particular concept for normaliz- 
ing fixed cost will seriously affect the 
product-period cost classification. 


Standard costs 


In many respects, problems in normaliz- 
ing fixed overhead costs are inherent in 
the normalization process that takes place 
when standard costs are utilized and such 
standard costs are used as an integral part 
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of the entire system of accounts. Where 
product costs are computed on a standard 
cost basis for financial accounting pur- 
poses, the particular concept of standard 
employed by the individual firm will af- 
fect the product-period cost classification. 
Ideal or near-ideal standards tend to give 
rise to variances which are commonly 
charged either to cost of goods sold or to 
profit and loss. On the other hand, the 
more standards are established with refer- 
ence to practically attainable goals, vari- 
ances arising tend to represent exceptions. 
However treated these exceptions will 
have less effect on the product-period 
classification than variances arising when 
ideal or near-ideal concepts of standard 
are employed. 


IV. THE ROLE OF COST ACCOUNTING 
IN COST CONTROL 


An important function of cost account- 
ing is to provide management with data 
for measuring the performance of its or- 
ganization. From such data an evaluation 
of results can be made and action taken, 
as necessary, to improve performance. 
There is a great deal of economic signifi- 
cance in the application of cost accounting 
to a cost control program. Increased pro- 
ductivity and profits should stem from im- 
proved organizational performance. 

In connection with a cost control pro- 
gram, cost accounting provides the me- 
dium through which: 

(1) Measurement and evaluation is made of 

organizational performance. 

(2) Measurement and evaluation is reported 
to responsible management. 

(3) Follow-up on the remedial action of man- 
agement is carried out in order to deter- 
mine the degree of performance improve- 
ment that has taken place. 


Fundamental requiremenis of a cost control 
program 

The following requirements are appli- 
cable to all productive areas of an organi- 
zation, such as purchasing, clerical, manu- 
facturing, distribution, or any other func- 
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tional area essential to business operations: 


1. Establishment by management of responsi- 
bility for cost incurrence and control. 

2. The requirement that the cost accountant 
will follow up on actions taken by manage- 
ment to measure the results of such actions. 

3. Development of standards to measure most 
effectively the efficiency of performance. 

4. Accounting procedures for the accumulation 
of costs to facilitate the measurement of 
performance in terms of standards. 

. Ascertainment of departures of actual cost 
from standard costs and analysis of such 
departures into basic types. 

6. Presentation and explanation of variances 
in terms of underlying causes accompanied 
by an analysis of variance according to 
responsibility. 

7. A reporting plan designed to provide the 
various levels of management with the 
results of the measurement of performance 
in terms of standards. 


wn 


Responsibility for cost inmcurrence and 
control 
This requirement may be attained 


through the assignment of responsibility 
to cost incurrence areas. There should be 
a delegation of responsibility from top 
levels of management to lower levels. The 
basic mechanics of such assignments will 
vary with the particular organization and 
even within the various areas of a given 
organization. Such a flow may be illus- 
trated by a steel plant. At the top is a vice- 
president in charge of operations. Below 
this executive are the various area super- 
visors, such as coal mining, blast furnace 
production, open hearth production, and 
the various finishing operations. Subordi- 
nate to these divisional supervisors are in- 
dividual unit superintendents, and finally, 
at the bottom rung of the management 
ladder, are the foremen and others im- 
mediately responsible for operational per- 
formance. 

With such a flow of responsibility es- 
tablished, cost accounting then may apply 
its techniques for accumulating costs in 
order to measure the performance of the 
various responsibilities. This measure- 
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ment should be accomplished in a manner 
which will permit upper echelons of man- 
agement to ascertain the performance of 
subordinates. It is through such measure- 
ments that all levels of management are 
held accountable for performance. 


Requirement of authority for follow-up 


Essential to the proper functioning of 
cost accounting in its control job is the 
presence of authority and organization for 
follow-up on performance measurement. 
The substance of this requirement is that, 
subsequent to the first analysis, there 
must be a second measurement of perform- 
ance and report thereon. Through such 
remeasurement, an evaluation can be 
maade of the first remedial action, and fur- 
ther corrective measures can be taken if 
necessary. Provision for secondary analy- 
sis and reporting is one of the most im- 
portant steps essential to the successful 
accomplishment of the cost accountant’s 
part in cost control. It should be apparent 
that a one-time analysis can be wasted ef- 
fort unless assurance is made of proper 
corrective action. Such assurance is gained 
through follow-up analysis. 


Development of standards 


In order to provide a basis for measur- 
ing organizational performance, it is requi- 
site that standards be developed. Such 
standards may take the form of relatively 
precise engineering standards or they may 
be accounting estimates based on accumu- 
lated monetary histories of past perform- 
ance modified for known and expected 
changes. A standard, to be effective for 
cost control purposes should be expressed 
in the unit most applicable to the perform- 
ance being measured. Typical of the 
units that may be utilized are tons of 
metal, invoices processed, calls per sale, 
and hours worked. Obviously, the unit 
used will vary from firm to firm, industry 
to industry, and within a given firm. 
Sound judgment must be exercised in se- 
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lecting the unit of expression, for selection 
of an improper unit can result in distor- 
tions in reporting and the continued exist- 
ence of conditions of poor performance. 
The standard should, insofar as possible, 
represent attainable performance under 
existing operating conditions. There are 
many techniques available for the develop- 
ment of an attainable type standard. How- 
ever, such techniques are beyond the 
scope of this statement of fundamentals. 
It is essential that effective standards 
be presented in terms of a monetary unit. 
This is necessary in order to determine the 
significance of the object being costed and 
the most efficient direction of remedial 
efforts. However, where the management 
is closely connected with technical opera- 
tions, standards expressed and utilized in 
non-monetary terms will often provide in- 
sights into causes of poor performance not 
possible from monetary standards. Both 
types, monetary and non-monetary stand- 
ards, are of importance when standards 
are utilized to aid in performance control. 


Procedures for matching actual costs against 
standard 


A further requirement for effective cost 
control is that an account classification be 
provided which will relate actual cost in- 
currence to standard. Such classification 
should be designed to fit the needs of each 
responsibility measured, and, so far as 
possible, similar or like responsibilities in 
different operational areas should have 
like account classifications. When this is 
done, usable comparison of performances 
can be made between similar responsibili- 
ties. 


Variance determination 


Fundamental to cost accounting as an 
aid in cost control is the proper measure- 
ment of actual production cost departures 
rom established standards of cost incur- 
tence. Such an analysis should separate 
lavorable and unfavorable variances so as 


to avoid offsetting poor performance 
against good performance. Further, if the 
particular favorable or unfavorable vari- 
ance is a summation of several tendencies 
or basic influences, these, in turn, should 
be differentiated and set forth. Finally, 
there should be a classification of vari- 
ances as controllable or uncontrollable. 


Segregation of production cost departures 
into causal categories 


In order to provide management with 
the means to evaluate performance meas- 
urement, it is necessary that an analysis 
be made of departures according to cause. 
Causal analysis does not refer to variance 
analysis, rather it has as its object the re- 
lating of variances to underlying causes or 
reasons tor departures. An example of this 
type of analysis is to be found in the case 
of poor labor performance in a rolling mill. 
This may have been caused by any num- 
ber of difficulties such as the use of off- 
standard materials, break-down of mill, 
or simply poor worker output. Ascertain- 
ment of cause opens the way to corrective 
action. Failure to determine such causes 
initially often makes desirable remedial 
action impossible, for, at a later date, 
cause of poor performance may be inde- 
terminable. 


Provision for a reporting plan 


In order to accomplish the objectives of 
a cost control program, a reporting plan 
to meet the needs of various management 
levels is needed. Reports should be pre- 
pared in greater detail the lower the level 
of management to which reports are made. 
Provision should be made whereby de- 
tailed information provided lower mana- 
gerial levels may be readily consolidated 
into summary reports for upper levels of 
management. 


V. SPECIAL COST STUDIES 


This section deals with the cost account- 
ant’s efforts “To provide management 
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with cost information necessary to busi- 
ness decisions and related policy.” Very 
few generalizations apply to this phase of 
the cost accountant’s work. Essentially it 
represents an attempt to meet needs of 
management not met in those areas of 
cost accounting covered in sections III 
and IV of this report. 

In accomplishing this objective, the 
cost accountant should ascertain the fol- 
lowing clearly: (1) what he is attempting 
to cost; (2) the purposes to be served by 
his costing; (3) the pertinent costs and 
their units of measure relevant to the pur- 
poses to be served; and (4) how and by 
what methods costs are to be assigned to 
the object or objects being costed. The 
following discussions represent the more 
common cost studies required of the cost 
accountant: 


Cost and volume variation 

A break-even analysis is of significance 
to management as an analysis of the fu- 
ture. The total forecasted costs and their 
components are generally the costs perti- 
nent to cost and volume studies. In at- 
tempting to measure cost and volume re- 
lationships, costs are predicted within a 
possible or probable volume range. Within 
this range each cost component is exam- 
ined to determine the nature and the ex- 
tent of its variation with volume. At this 
point, it is determined which costs are 
fixed within the volume range considered 
and which are continuously variable. The 
variation of these latter costs within a 
given range is computed. It also is de- 
termined which costs are intermittently 
variable, the points at which the variation 
occurs, and the extent of the variation. 

In considering intermittently variable 
costs, it should be emphasized that some 
of the points at which variations take place 
may actually be a matter of discretion on 
the part of management. This may also 
be true of the extent of the variation. The 
cost accountant should have reasonably 


accurate knowledge of management’s in- 
tentions with respect to more or less com- 
pletely discretionary costs. Cost variation 
is more subject to modification by manage- 
ment than is generally assumed. In a 
given enterprise, there is probably no such 
thing as a mathematical overall cost func- 
tion in terms of volume. 


Decisions to add a new product or to aban- 
don a product 


Assuming that a plant has the capacity 
to add a new product, the decision will re- 
quire consideration of differential cost 
only. Such differential cost will include 
not only additional variable costs but also 
any addition to fixed costs that may have 
to be incurred. 

If the question is one of dropping a prod- 
uct without substitution of another, the 
relevant costs are those that can actually 
be avoided by so doing. Except to the ex- 
tent to which fixed costs may be reduced 
by disposal of equipment used in its pro- 
duction, these costs are usually variable 
costs only. The relevant fixed costs—and 
this applies primarily to depreciation— 
will then be based not on present book 
value of equipment to be disposed of, but 
its disposal value. 

If the issue is the abandonment of one 
product and the substitution of another, 
the decision will demand consideration of 
opportunity cost. This resolves itself ul- 
timately to determining the effect on 
total net revenue likely to result from 
making the change. 


Cost and expansion of facilities 


If expansion of operating facilities is 
contemplated, such as the acquisition of 
warehouse space which may seem to be 
needed, the relevant costs are the total fu- 
ture costs to be incurred including all the 
costs of construction or purchase. Under 
foreseen conditions, these costs may be re- 
coverable from the use of the facilities. If 
it should subsequently happen that these 
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costs cannot be fully recovered through 
revenues, the enterprise may as a result, 
say of partial use, find itself facing a sunk 
cost. The measure of such sunk cost is the 
difference between book value at any time 
and the disposal value of the facilities. 
Whether or not the facility can be profit- 
ably used at less than full capacity will de- 
pend not on its book cost but its oppor- 
tunity value (disposal price). Hence future 
depreciation for such use will be deprecia- 
tion based on disposal value and not on 
original cost. 


Cost and replacement of equipment 


When the replacement of existing serv- 
iceable equipment with potentially more 
economical equipment is being considered, 
itis necessary to compare costs under two 
sets of conditions. The relevant costs on 
the equipment to be displaced are based 
on its realizable value. The depreciation 
on the old equipment, if it is to be used, 
must be based on that realizable value 
over its remaining life in use. The differ- 
ence between this and its present book 
value is a sunk cost and therefore irrele- 
vant. In calculating the cost of using new 
equipment, interest on the differential in- 
vestment—that is, cost of the new less 
realizable value of the old—must be con- 
sidered. This has the same effect as includ- 
ing interest on both investments in making 
the comparison. Operating costs of both 
pieces of equipment must also be deter- 
mined for comparison. This is one point 
at which the concept of imputed cost must 
be applied. 


Displacement of manual operations by me- 
chanical equipment 


When consideration is being given to 
displacing manual operations with the use 
of mechanical equipment, such as in the 
installation of materials handling equip- 
ment to displace manual handling, a com- 
parison of operating costs under the two 
methods is essential. It is also necessary 
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to consider imputed interest on invest- 
ment on the new equipment at a rate rep- 
resenting the return that could be realized 
from the best available alternative use of 
the added capital required. 


Joint cost situations 


There are some facts that management 
may need relative to joint products. 
Among these facts are: 

1. Valuation of inventories and cost of sales of 

joint products. 

2. The extent to which the individual joint 
products contribute to the net profit of the 
enterprise. 

3. The facts needed in order to make various 
decisions relating to the processing or distri- 
bution of the individual joint products. 

4. The facts needed to make decisions with 
respect to changes in the joint process itself. 


In view of the fact that no known ac- 
curate procedure exists for the assignment 
of joint costs to joint products, it is impos- 
sible to value accurately on a cost account- 
ing basis any joint product inventory. A 
method of valuation that is satisfactory 
for balance sheet purposes and for calcu- 
lation of inventory as of a given date is 
current market value less necessary future 
costs to process and market, less allow- 
ance for costs such as general selling ex- 
pense and administrative expenses gen- 
erally chargeable during the period in 
which sales take place, and also less normal 
or reasonably expected average net profit 
as a percent of sales. This is not cost, but 
it is a fair and reasonable and widely ac- 
ceptable basis for inventory valuation for 
financial accounting purposes. 

The exact total cost of sales for any one 
of a group of joint products turns out to be 
irrelevant to any business decision that 
may have to be made with respect to such 
product with the possible exception of a 
contract in which selling price may be es- 
tablished on the basis of cost. In that case 
the method of calculating cost whether 
logical or arbitrary should be specified as 
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a part of the contract. If such specification 
were omitted and if the matter became 
subject to adjudication, judgment would 
consider first current practices in the area 
involved and with which the parties are 
presumed to be familiar. 

The extent to which any joint product 
contributes to the net profit of an enter- 
prise is measured by its sales less the spe- 
cific costs incurred on such product ex- 
clusive of any part of the joint cost and 
general or non-product expenses. This dif- 
ference may be termed the specific or di- 
rect contribution of the joint products to 
the profits of the enterprise. Specific prod- 
uct costs include all costs of processing 
or distribution that are incurred because 
the product is processed and sold and 
which would not be incurred if the ma- 
terial were allowed to go to waste. It is 
obvious that if a given joint product were 
not processed and sold at all its contribu- 
tion to net profit would also be foregone. 

This situation must be distinguished 
from one in which, after equipment or 
facilities have been provided, the question 
of continuing processing is raised. In that 
case only the actual differential cost at the 
time becomes the relevant cost. 

In making policy decisions affecting in- 
dividual joint products, the cost taken 
into consideration must be only the spe- 
cific costs chargeable directly to the prod- 
ucts. No share of joint cost has any rele- 
vancy whatever with respect to such de- 
cisions. A proposed change in processing 
a product in order to increase its sales 
value would require consideration of the 
resulting effect on cost and on sales reve- 
nue. The joint costs remain the same and 
have no bearing on the decision. 

In case of a contemplated change in the 
separation process itself, the facts that 
would be considered are first the total 
change in the joint cost itself and second 
the net change in the combined direct 
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contribution of the several joint products 
to the over-all profits of the enterprise. 
Again, no assigned joint cost can be rele- 
vant. 

The foregoing statements deal only with 
joint cost computations and analysis and 
have no bearing on how net results shall 
be presented in published or general state- 
ments. 

Joint costs exist not only in relation to 
end-products of an enterprise but also as 
components of the costs of non-joint prod- 
ucts whenever any cost component 
within the enterprise exists as a joint cost. 
Thus rent or its equivalent in the case of 
a department store becomes a joint cost 
component of the departmental opera- 
tions by virtue of the fact that rental cost 
of the building as a whole when divided 
among the departments is found to apply 
to space units having different values. 
Thus costs of rental assigned to a given 
area within such a building turns out to 
have no relevance to any decision that 
may be made with respect to the use to be 
made of such area. 

The cost accountant in making cost al- 
locations must be alert to discover whether 
any more or less arbitrary allocations that 
he may be making may not involve ac- 
tual joint costs. Should this turn out to be 
the case, the reliability of his cost figures 
for management use becomes subject to 
suspicion. 

The 1951 Committee on Cost Concepts 
and Standards consisted of the following 
members: 

GrEorGE W. LAFFERTY, Frazer and Torbet, 

Houston, Texas 
ApDOLPH Martz, University of Pennsyl- 

vania 
Harry J. OstLUND, University of Min- 

nesota 
VERN VINCENT, University of Tennessee 
LAWRENCE J. BENNINGER, Chairman, 
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given to national income and prod- 

uct data published by the National 
Income Division of the Department of 
Commerce is arousing considerable inter- 
est among members of the accounting pro- 
fession. It is of course natural that ac- 
countants, who feel generally that they 
have attained a high degree of proficiency 
in the measurement of income, should 
turn an inquiring eye toward a relatively 
new area of accounting for income, the in- 
come of the economy. It would be a seri- 
ous mistake, however, for them to con- 
clude that social accounting represents 
merely an application of familiar account- 
ing concepts and standards at a different 
level. The purpose of this paper is to set 
forth in rather elementary fashion some of 
the more fundamental differences between 
the business and national income concepts. 
The contrast of concepts is presented in 
terms of certain widely accepted standards 
and postulates underlying the measure- 
ment of business income. 


Te INCREASED ATTENTION now being 


THE RECOGNITION OF REVENUE 


The various codifications of accounting 
doctrine during the past two decades have 
been in general agreement that revenue 
should be recognized in the accounts only 
when certain tests of realization have been 
met. In the vast majority of cases revenue 
realization is marked by a discrete event, 
that of sale and delivery of goods or serv- 
ices. Thus accountants draw a distinc- 
tion between the earning or accrual of 
revenue throughout the productive proc- 


esses and the realization of revenue, giv- 
ing recognition in the accounts only to the 
latter. It is of course recognized that cri- 
teria other than realization by sale are 
sometimes acceptable, as in the cases of 
accounting for revenue from instalment 
sales and for revenue arising from certain 
construction contracts. Nevertheless the 
most nearly universally accepted signal 
for accounting recognition of revenue is 
the sale of a good or service. 

The national income accountant is con- 
cerned with the creation of product, not 
alone with its subsequent sale. The na- 
tional income and product concepts are 
measures of output within the economy. 
Income is attributed to all productive 
processes and is not associated solely with 
the event of sale. National income is ex- 
pressed in terms of the cost of the factors 
of production, while gross and net national 
product are measures of the market value 
of production. Such a distinction has 
no counterpart in enterprise accounting. 
There are no concepts for the individual 
enterprise corresponding to the gross and 
net products of an economy. Revenue is 
not a measure of production and in gen- 
eral must not be anticipated by recogni- 
tion prior to its realization by sale. Thus 
a fundamental difference between enter- 
prise and national income accounting lies 
in the difference in timing of recognition 
of revenue on the one hand and product 
on the other. The business accountant 
seeks to hold both revenue and the costs 
with which it is matched in abeyance until 
the segment of product with which both 
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costs and revenue are associated is sold. 
The social accountant, on the other hand, 
seeks to match costs with the value of the 
product at any stage of the creative proc- 
ess. National income and product are in- 
creased by the earnings of the factors of 
production and by the market value of 
such production even though the goods 
produced remain unsold. The product of 
a business, if it were to be measured, 
would be equal to its sales plus the market 
value of a net physical increase in its in- 
ventories or minus the market value of a 
net physical decrease in its inventories. 
Except in the case of valuation of inven- 
tories at the lower of cost or market, mar- 
ket values of unsold goods are seldom 
given recognition in business accounts. 
Social accounting, on the other hand, in- 
troduces the market value of inventories 
into determination of income. As a result, 
income to the economy—unlike income to 
the enterprise—is recognized whether or 
not there has been realization by an ex- 
change transaction. For the enterprise ac- 
countant the realization transaction is 
basic; for the social accountant it is of no 
significance. 

Gains from exchanges of assets other 
than stock in trade are generally regarded 
as components of business revenue and 
are therefore given accounting recognition 
according to the same principles as other 
revenues. Enhancement of asset values as 
a result of increased market prices does 
not, without realization of such apprecia- 
tion through sale, constitute a basis for 
recognition of revenue to the business en- 
terprise. However, the realization of gain 
on the sale of a capital asset does not neces- 
sarily imply any contribution by the seller 
to the social product during the period of 
realization. Because such gains are ir- 
relevant to production of the period capi- 
tal gains (and losses) are excluded from 
calculations of national income and prod- 
uct. It is seen then that, whereas stand- 
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ards of accounting for revenue provide for 
recognition of capital gains once they have 
been realized, such gains find no place at 
all in the accounting for the economy. This 
difference in accounting treatment sharply 
illustrates a fundamental contrast be- 
tween the business income and the na- 
tional income (or product) concepts. 


HISTORICAL COST 


No extended discussion of the cost prin- 
ciple of accounting is in order here. At the 
present time it is widely accepted that ac- 
countants should decline to accept as a 
part of their responsibility the task of ac- 
counting in terms of changing values. In- 
stead they limit the scope of their activi- 
ties to the initial recording and systematic 
assignment of established costs to the in- 
dividual enterprise. With certain notable 
exceptions, such as inventory valuation 
on a lower-of-cost-or-market basis, ac- 
countants match historical costs with cur- 
rent revenue to determine business in- 
come. The business income concept, as it 
is now generally interpreted, makes ac- 
ceptable such matching of current revenue 
with costs some of which may have been 
initially incurred during earlier periods, as 
opposed to current replacement costs. 

The position of social accounting with 
regard to the principle of historical cost is 
an ambiguous one. One of the principal 
sources of data for national income esti- 
mation is the Bureau of Internal Reve- 
nue’s Statistics of Income. Obviously, his- 
torical costs permeate the income data re- 
ported to the Bureau for tax purposes. 
Some of the most difficult problems of na- 
tional income estimation are said to arise 
in the modification of basic accounting 
data in order to improve their significance 
from the point of view of the economy. 
For instance, an adjustment is made in 
social accounting to convert reported in- 
ventory data, largely in terms of histori- 
cal cost, to a current replacement cost 
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yaluation. This inventory valuation ad- 
justment is applied to both sides of the na- 
tional income and product account affect- 
ing, specifically, the business profits on the 
income side and the change in business in- 
yentories (an element of gross private 
domestic investment) on the product side. 
The purpose of the adjustment is to re- 
move from national income and product 
any gain or loss which results merely from 
inventory price changes and is therefore 
not relevant to production of the current 
period. 

To be consistent it would seem that the 
social accountant should not be content 
to substitute replacement for historical 
costs in connection with inventories only. 
Plant and equipment are consumed in the 
course of production and their consump- 
tion, in view of the treatment given inven- 
tories in national income compilation, 
should presumably also be restated in 
terms of current cost. The Department of 
Commerce has agreed that on concep- 
tual grounds revaluation of depreciation 
charges is called for. Because of the sta- 
tistical difficulties involved, however, the 
Department has not yet attempted such 
an adjustment of data reported on the 
basis of original cost to the owner. 

Thus it is seen that in the two major in- 
stances where historical and replacement 
cost are subject to substantial difference 
in amount, the National Income Division 
has clearly indicated its preference for re- 
placement rather than historical cost as a 
basis for income measurement. Only the 
fact that it has not thus far been able to 
implement its preference for depreciation 
charges on a replacement cost basis has 
permitted harmony between the practice 
of business and social accounting to con- 
tinue in that respect. Business expenses 
other than cost of sales and depreciation 
are substantially on a current cost basis 
in enterprise accounts; therefore, there is 
little or no conflict with regard to such ex- 


penses as between business and social in- 
come measurement. Perhaps it is reason- 
able to conclude that the historical cost 
principle is rejected in spirit by national 
income estimators, but that in actuality 
recorded cost to business enterprise con- 
tinues to play a very important role in the 
statistics of national income and product. 


POINT OF VIEW 


The word income has been burdened 
with the task of conveying numerous and 
widely varying ideas, such as those of 
money receipts, the increase in command 
over goods and services, the satisfaction of 
human wants, and the product of society— 
all very dissimilar concepts. In order to 
have significance the income concept must 
be examined from a clearly established 
point of view—that of the economy or 
that of a subordinate unit of the economy, 
such as the individual or the business en- 
terprise. With each change in point of 
view the income concept takes on differ- 
ent meaning. Accounting doctrine has to 
date had much of its foundation in the as- 
sumption of a business entity with an in- 
come objective. It is from the point of view 
of the business entity, primarily, that the 
accountant has sought to define and to 
measure income. 

The national income aggregates are gen- 
erally accepted as at least partial indica- 
tors of the material welfare of the econ- 
omy. If the national progress and welfare 
are to be measured, it is evident that the 
point of view of social accounting is that 
of the economy. The economy is not how- 
ever ‘a transacting entity; that is, it does 
not buy, sell, pay, and receive in dealings 
with persons or groups, as does a business 
entity. Yet it is a fact that in an exchange 
economy most economic activity is re- 
flected in transactions of those types. In 
view of this apparent dilemma, the social 
accountant has conceived a system of ac- 
counts designed to implement the meas- 
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urement of national income. All transact- 
ing units within an economy are brought 
together to form three sectors—business, 
government, and household—and a fourth 
sector, called the rest of the world, is 
used to express international transactions. 
Measurement of the contribution of each 
of the sectors to the national income and 
product is somewhat analogous to meas- 
urement of the contribution of each of 
four internal departments to the total in- 
come of a business enterprise. In a con- 
solidation process familiar to accountants 
through their experiences with accounting 
for affiliated corporations, intrasector 
transactions on current account (that is, 
in goods purchased for use in current pro- 
duction) are eliminated. If there were no 
division of the economy into sectors the 
consolidation process would presumably 
be carried to the point where all domestic 
transactions on current account would be 
eliminated and only transactions on capi- 
tal account (that is, in goods purchased for 
use aS capital equipment) and with the 
rest of the world would remain. The result 
would be unsatisfactory in much the same 
respect that computation of business in- 
come by a comparative balance sheet (or 
single entry) method is unsatisfactory. It 
is less the single magnitude of the income 
or product that has significance and utility 
than the details of the sources, allocations, 
receipts and expenditures. The patterns of 
the sector accounts are of great value in 
revealing the operations of the economy 
and its component parts. The details of 
the accounts provide the raw material for 
economic analysis and policy. In summary 
it may be said that the system of social ac- 
counts is designed to measure the income 
and*product of significantly grouped eco- 
nomic entities, and that the income and 
product so obtained are systematically 
combined and adjusted to approximate 
the income and product of the society. 

The effect of the difference in point of 
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view as between business and social ac. 
counting may now be brought sharply into 
focus. Income and product of the econ. 
omy, designed to represent at least rough 
gauges of the welfare and progress of the 
society, must necessarily be concepts of 
output. Current production rather than 
revenue realization through the exchange 
of goods and services is the important de- 
terminant of material welfare of a society, 
Although a subordinate unit of the econ- 
omy may well regard its economic position 
to have been improved by sale of a capital 
asset at a gain, the total economy is no 
better off as a result of the sale (and pur. 
chase) transaction. Similarly changes in 
prices of items of inventory may properly 
be permitted to influence business net in- 
come, but national income is unaffected 
by mere revaluations of existing wealth. 
Since gross national product is expressed 
in terms of current values, consumption of 
capital should presumably be expressed 
in comparable terms, to obtain the net na- 
tional product. Only statistical difficulties 
have prevented such a restatement of de- 
preciation charges. 

Contrasts between the concepts of busi- 
ness and social income have been drawn 
principally through two widely accepted 
standards of accounting: that of the reali- 
zation requirement for recognition of 
revenue, and the historical cost principle. 
It should be apparent however that the 
non-applicability of these two standards to 
social accounting is a mere manifestation 
of a more fundamental difference—the dif- 
ference in point of view from which the in- 
come concept is seen. It may be argued 
that the concepts are so dissimilar that 
their comparison and contrast serves no 
purpose, that it is purely an accident of 
semantics that they bear the same name. 
If such is the case, it appears that a con- 
ceptual contrast which demonstrates such 
dissimilarity renders a service to those who 
may be misled by the common name. If 
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there is sufficient similarity between the 
concepts to warrant the professional study 
of accountants—as the author believes to 
be the case—a note of caution is neverthe- 
less in order. If accountants are to partici- 
pate in the measurement of national in- 
come and product, they must first success- 
fully bridge the gap between the business 
income and the national product concepts. 


PRECISION OF MEASUREMENT 


There is another important respect in 
which business and social accounting differ 
which is worthy of comment here. Al- 
though business accountants are fully 
aware of the tentative nature of their 
measurements of income, they place great 
emphasis upon the objectivity and verifi- 
ability of the business data to which they 
grant recognition in the accounts. Because 
the estimators of national income are con- 
fronted with a serious lack of basic data 
and, at the same time, an overwhelming 
mass of detailed data, they are often com- 
pelled to make use of somewhat devious 
methods of estimation, including such sta- 
tistical devices as sampling, interpolation, 
and extrapolation. The business account- 
ant, largely because his accounting system 
has been designed to provide the informa- 
tion he needs in the form he needs it, is 
compelled to resort to such methods much 
less frequently. 

In a money economy an accountant is 
not often required to impute value to the 
consideration involved in a noncash trans- 
action. In social accounting however im- 
putations of value to certain components 
of the national product are not uncommon; 
that is, values are regularly assigned to 
commodities and services which are not 
exchanged in overt transactions. Among 
such items are the implicit service charges 
of banks and the implicit interest which is 
in effect exchanged for bank services. Al- 
though such imputations of value are 
based upon the most intelligent estimates 
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available, it is doubtful that accountants 
generally would regard as satisfactory the 
quality of evidence which underlies such 
imputations. Accountants, in their quest 
for certainty, are to a large extent bound 
to more precisely measured considerations 
and are prone to shun such imputation de- 
vices. Accountants might reasonably find 
participation in the measurement of na- 
tional income esthetically ungratifying be- 
cause of the difference in degree of pre- 
cision of measurement which necessarily 
exists between the two fields. 


CONCLUSIONS 


Certain of the principles which underlie 
the accounting for business income lend 
themselves to a regrouping which may be 
useful in reconciling the concepts of busi- 
ness income and social income. It is ap- 
parent that in general accountants insist 
upon a high degree of certainty as a basis 
for recognition of business phenomena. 
In general the scope of enterprise account- 
ing has been limited by insistence upon 
dealing with historical costs rather than 
values, which are regarded as subjective 
and capricious and hence outside the do- 
main of accountancy. For reasons similar 
to those which support his rejection of 
accounting for values, the accountant has 
postulated a monetary measuring unit of 
constant purchasing power. While he may 
recognize the truth of the accrual of reve- 
nue throughout the productive processes 
the accountant commonly gives no recog- 
nition to revenue until it emerges, for ex- 
ample, at the time of physical removal or 
transfer of ownership of goods from the 
enterprise. On such an occasion the evi- 
dence of realization of revenue is sufficient 
to satisfy the accountant’s requirement of 
certainty. 

It appears then that the business and 
national income concepts are different in 
two principal respects: (1) in their degree 
of precision of measurement, and (2) in 
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their point of view. Other manifestations 
of dissimilarity of concept may be traced 
to these two fundamental points of diver- 
gence. Because of the danger that the dif- 
ferences in the concepts may not be clearly 
recognized, it is perhaps unfortunate that 
they bear a common name. On the other 
hand, the current interest among account- 
ants in income measurement in a new set- 
ting may indicate acceptance of a chal- 


lenge from which benefit will accrue to, 


accounting in both the old and the new 
areas. It is hardly debatable that both the 
business and national income concepts 
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are less than ideal measures of economic 
welfare and progress. Both represent the 
results of compromises between theoretical 
perfection and expediency in measure- 
ment. With accountants making profes- 
sional inquiry into the field of social ac- 
counting, it appears to be not unduly op- 
timistic to expect that the way may be 
opened to further refinement of both the 
business and national income concepts. 
Certainly accounting theory is being con- 
siderably enriched as a result of such in- 
quiry. 
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NEED FOR SUPPLEMENTARY DATA 


IN INTERPRETATION OF 
INCOME REPORTS* 


Norton M. BEDFORD 
Associate Professor, Washington University 


HE INTERPRETATION PHASE of ac- 
[ousting has been receiving an in- 

creasing amount of attention in 
accounting literature in recent years. 
There have been discussions, in consider- 
able detail, of the need for the develop- 
ment of this area of accounting. Also, 
attention has been directed toward the or- 
ganization and presentation of accounting 
reports in such a manner as to facilitate 
analysis and interpretation. Yet it is singu- 
lar that little has been done toward the 
development of more or less standardized 
supplementary data to enable more com- 
plete interpretations of accounting reports 
to be made. While it is true that support- 
ing schedules have been advocated for 
special purposes, the presentation of in- 
terpretive data generally has been neg- 
lected. It is the purpose of this discussion 
to examine the problem of developing and 
presenting such supplementary data for 
income reports. 

The nature of an income report must be 
that of an activity report in which are re- 
flected, in varying degrees of detail, cer- 
tain of the activities of a business entity. 
Unless this is to be the true nature of the 
income report, there would appear to be 
little purpose to the presentation of the 
various items entering into the determina- 
tion of income, for under the alternative 
assumption only the income need be re- 
ported. 

If the conception of the income report 


* This paper was presented at the annual meeting 
of the American Accounting Association, Denver, 
Colorado, September 7, 1951. 


as a presentation of data on the activities 
of a firm is accepted, it is necessary as a 
part of the underlying analysis of business 
reporting to establish an agreement on the 
nature of an activity in the accounting 
sense, for the term “activity” is an arbi- 
trary term. That is to say, the activities 
of a firm from the view of a psychologist 
might be quite different from the activities 
observed by an investor in the firm. Even 
different types of investors might have dif- 
ferent concepts of the nature of activities 
upon which they desire information. 

As a standard by which to judge 
whether or not a given event or stage in the 
carrying out of an agreement is a report- 
able activity, accountants have elected to 
present as activities only those events or 
happenings which bear discernibly upon 
the income of the firm. It might be noted 
that the basic nature of accounting is re- 
porting upon those activities which are re- 
lated to the past, present or future income 
of the business entity. Thus it is that the 
basis for determination of the existence 
and measurement of a transaction is re- 
lated to a standard which represents the 
long-run or ultimate concept of income 
adopted for accounting purposes. 

In line with the foregoing discussion, it 
appears that the concept of activity for 
the periodic income report is bounded on 
one hand by the long-run or ultimate con- 
cept of the nature of income adopted by 
the accountants and on the other hand by 
such of those activities which bear upon 
the income recognized in the current pe- 
riod. Thus it is that of all of the activities 
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of a business firm in a given period of time, 
only those which bear upon the income 
recognized in that period of time are to 
be included in the income report. The same 
idea was expressed by an associate of 
mine, as he stood in a tower overlooking 
the activities of a large industrial firm, in 
the following terms: “‘All this for an entire 
year on two sheets of paper.” 

Once the magnitude of the accounting 
endeavor is grasped, it becomes readily 
apparent that even a slight change in the 
concept of income and the time for rec- 
ognizing such income will result in a defi- 
nite change in the activities reported upon 
during a given period of time. 

Even though it may be considered im- 
practical to offer a concrete definition of 
the prevailing concept of income used by 
accountants, nevertheless, it remains that 
some generally accepted concept must 
exist. However, it is imperative that the 
accountant recognize that the various 
readers of accounting statements may de- 
sire a report upon a concept of periodic 
income different from that used by ac- 
countants. For example, it does not seem 
unreasonable to assume that a creditor of 
a firm is primarily interested in the money 
earning ability of a firm, that an owner is 
primarily interested in the gain in eco- 
nomic power, and that for many purposes 
a report on the income recognized at the 
time of production is more significant than 
the income recognized at the sales date. 
Also, if carried to its ultimate conclusions, 
income becomes a subjective feeling on 
the part of each individual as to the im- 
portance of happenings or events. In view 
of these possible conceptions of the peri- 
odic income, it behooves the accountant 
to provide supplementary data so as to en- 
able the reader of the report to make an ex- 
amination and interpretation of the data 
presented and thus arrive at an approxi- 
mation of the activities of the firm under 
some other concept of periodic income. 
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A supposition on the part of accountants 
to the effect that the accountant’s con- 
cept of income is very much in accord 
with that used by all readers of accounting 
reports should not be tolerated under 
present economic conditions. While it may 
well be that the periodic income reported 
by the accountant formerly tended to be 
similar to that held by many readers of 
income reports, changing economic condi- 
tions and widening audiences for income 
reports in recent years have weakened 
this assumption. In addition, the tendency 
toward more general and more uniform 
reports has resulted in statements being 
more of the general purpose type than of 
the special purpose nature. Finally, 
there are growing indications of unrest in 
the ranks of the readers of financial re- 
ports which suggest that reporting re- 
lated to one concept of income, without 
assistance in the measurement of other 
concepts of income, is not satisfactory to 
them. The inevitable conclusion falls that 
accountants must provide supplementary 
data to facilitate estimations of activities 
under different concepts of income. 

But there are additional types of supple- 
mentary data which should be provided. 
While it is well to provide data to enable 
an approximation of activities under dif- 
ferent concepts of income, it is much more 
important that supplementary data be 
given to provide a more complete under- 
standing of those activities upon which 
the accountant has elected to render a 
report. Especially is this so if the public 
is to be educated to the need for an inter- 
pretation of income reports. 

Conventionally, the regular accounting 
reports have been rendered in terms of 
money. However, when the income re- 
port is recognized as a report on activity, 
it becomes apparent that some non-mone- 
tary data are needed to adequately de- 
scribe the activities of the firm. Also, it 
appears that accountants have not com- 
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pleted the change-over from the balance 
sheet to the income report point of view, 
for the contents of a typical annual income 
report do not provide sufficient informa- 
tion to allow for a satisfactory interpreta- 
tion of the activities during the accounting 
period. Therefore; supplementary sched- 
ules should be presented showing in more 
detail the highly summarized activities re- 
vealed in the regular report. 

Any attempt to disregard these limita- 
tions of the conventional income report 
on the grounds that the readers do not 
endeavor to make any interpretations 
should not be accepted. It is not so much 
what the reader of the report thinks that 
he wants as it is what actual conditions 
indicate that he needs that is important. 
If the accounting profession carries out 
an adequate educational program, readers 
of reports will soon be demanding and 
using the supplementary data. 

Even with supplementary data to en- 
able an estimation of activities under dif- 
ferent concepts of income and to describe 
in more detail the activities being reported 
upon, the reader is handicapped unless 
information is provided to indicate the 
method of measurement used by account- 
ants in arriving at the presented figures. 
This need for supplementary data possibly 
arises from the many divergent accounting 
procedures available to an accountant. It 
may be illustrated. A reader may have 
information on price changes and methods 
for recognizing income at different stages 
of flow, and may have several non-mone- 
tary reports, as well as detailed schedules 
itemizing the cost of merchandise used 
up to produce revenue, and yet not be 
able to analyze and interpret the account 
unless the accounting procedure is given 
by which the merchandise cost of sales 
figure was determined. Therefore, it ap- 
pears that supplementary data in the 
form of a detailed explanation of the par- 
ticular accounting principles and proce- 
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dures adopted by the enterprise for report- 
ing purposes should accompany each in- 
come report. 

Supplied with enough of the supple- 
mentary data of the types noted, it ap- 
pears that the reader of an income report 
might be in a position to acquire a more 
satisfactory understanding of the past 
operations of a business firm and also 
have a grasp of the significant relation- 
ships regarding the activities of the firm. 
However, the typical reader of an income 
report is not so much interested in past 
operations as in future activities, for, 
basically, the reader endeavors to use an 
income report in order to make value de- 
cisions. For this reason, it seems that the 
accountant should provide whatever sup- 
plementary data is available which might 
bear upon the future activit activities of the firm, 
Of course, the balance sheet provides some 
information of this type just as a funds 
statement provides some information on 
past activities. Nevertheless, there are 
other supplementary types of data which 
might be presented. 

Any supplementary data given as an 
aid in understanding possible future activi- 
ties should be presented only after thor- 
ough investigation as to its accuracy and 
reasonableness. That is to say, it does not 
seem necessary for the conventionally con- 
servative accountant to enter the field of 
forecasting in order to provide significant 
assistance in this direction. There are con- 
sidérable data of objective nature and an 
agreed upon portion of this might well 
be thought of in the nature of required 
supplementary data for the income report. 

It should be noted that the general oper- 
ations of a business firm and the activi- 
ties which are performed by it result from 
some type of an agreement. Activities 
might be thought of as the carrying out 
of agreements. The accountant custom- 
arily selects some point in this process of 
carrying out an agreement and uses it 
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for recognizing that a transaction has 
taken place. For example, the activity of 
disposing of goods and services to custom- 
ers in exchange for cash or its equivalent 
is not an instantaneous activity. The order 
is taken, the goods are produced, and final- 
ly the goods are shipped. Accountants 
select one point in the gradual process of 
carrying out the agreement and record a 
sale as having taken place on that date. 
As of any given time, a typical business 
firm will be in the process of carrying out 
several agreements. Some of these agree- 
ments will have been carried out to the 
stage where the accountant will have re- 
corded them as transactions or activities. 
Other agreements will remain in process 
and not be so recorded. It seems that sup- 
plementary data should be presented to 
disclose those agreements in the process 
of being carried out which have not yet 
reached the point where they will be recog- 
nized for accounting purposes. For the 
income report, such supplementary data 
will largely pertain to the contracts and 
similar types of agreements, either explicit 
or implicit in nature, which bear upon 
future revenue or future losses though not 
entirely so for future expenses are also 
influenced by existing agreements. 

In addition to this type of supplemen- 
tary data, it should be practical to present 
past data in the form of trends. Much of 
any analysis is going to have to be along 
the lines of determining what the firm has 
been doing and estimating what will con- 
tinue in the future. If the accountant were 
to provide supplementary data revealing 
the trend of past operations over a period 
of time, the reader of the income report 
might well make a more accurate estimate 
of the future activities of the firm. 

Thus the types of supplementary data 
needed for the interpretation of the in- 
come report may be outlined in the follow- 
ing manner. 
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I. Supplementary data needed to explain past 
activity of the enterprise. 

A. Data to facilitate estimation of different 
concepts of income. 

B. Data to facilitate a more complete under- 
standing of the data given in the formal 
statements by means of 
1. Statement of the particular accounting 

principles and procedures adopted by 
the enterprise for reporting purposes, 

2. Presentation of detailed schedules 
expanding the summarized activity 
data which are given. 

II. Supplementary data needed to help in esti- 
mating possible future activities. 

A. Data on incomplete agreements in process 
of being carried out. 

B. Data on the trend of various types of 
activities. 

It is appropriate that this discussion 
should extend beyond an indication of the 
general types of supplementary data 
needed in the interpretation of income re- 
ports, for the classification proposed is one 
of the concepts which require additional 
explanation. 

The kind of supplementary data needed 
to facilitate estimations of different con- 
cepts of income depends upon the nature 
of the concepts in the minds of the readers 
of reports. Conceptually, an indefinite 
list of such concepts might be prepared. 
However, for most purposes it is necessary 
to consider only those concepts arising 
by changing the nature of the long-run 
or ultimate view of income, by changing 
the time of recognition of income so as to 
place income in one period or another, 
and by changing the audience for whom 
the report is prepared. Thus the nature of 
long-run or ultimate income may be viewed 
as a flow of money or its equivalent, as @ 
flow of goods and services, or even as 4 
flow of satisfaction of some type. Like- 
wise, income might be recognized during 
the period of production of goods and 
services, at the time of legal sale, or as the 
cash is received subsequent to production 
and sale. Further, the income recognized 
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might be that accruing to all or any group 
of parties interested in the firm; such as all 
investors, all stockholders, junior stock- 
holders, employees, and similar groups. 
A little reflection reveals that under this 
view accountants need to present supple- 
mentary data so as to enable a general 
purpose income report to be converted to a 
special purpose income statement of some 
type. 

As an aid in converting the general 
purpose report into an approximation of 
various special purpose reports which 
might be developed from the cited pos- 
sible concepts of income, the following 
data, among others, might be presented: 


1, Index numbers disclosing the trend of prices 
of both expenses and revenues of the firm. 

. The time lag between the acquisition of 
costs and their use in producing revenue 
should be disclosed for each major type of 
expense. In the case of certain long-term 
assets, it might be necessary to break down 
the depreciation charge into costs acquired 
in different periods of time. 

. The degree of completeness of work-in- 
process, as well as disclosure of any ad- 
ministration and distribution efforts di- 
rected toward the acquisition of revenue in 
future periods. 

. All gains, losses, expenses, or retirements 
above or below book values which arise 
from transactions with investors should be 
itemized in detail and by dates, unless such 
information is given in the repair report. 


Nm 
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While it is important to provide for an 
understanding of that which is measured 
and the possibilities of determining what 
results might have been under some other 
conception of the nature of the periodic in- 
come, it is much more important to know 
how the items presented were measured. 
It is ever possible to adopt the view that an 
income report is merely an index of the 
general success of a business firm and thus 
have in some sense a useful report without 
knowing the nature of that which is 
measured. This was very much so in years 
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past when the changing value of money 
was not of such great concern to readers 
of accounting reports, and in view of the 
emphasis then placed on consistency from 
one year to another in accounting proce- 
dures. Thus it is that supplementary data 
are especially needed to provide for a more 
complete understanding of the income- 
getting activities of the firm during the 
period under consideration. Until generally 
accepted accounting principles are more 
generally accepted, a statement of the par- 
ticular accounting principles and proce- 
dures adopted by an enterprise for reporting 
purposes is essential for a satisfactory 
understanding of the past operations of a 
firm. Such a statement should include, as a 
minimum, the following information: 

1. The time of revenue recognition. 

2. The method of determining merchandise 
cost of sales (Life, Fifo, etc.) as well as a 
presentation of what the amount would 
have been if other procedures had been fol- 
lowed. 

3. Depreciation procedure, including the 
method of computation and the length of 
time over which the cost is spread. 

4, Maintenance and repairs policy compared 
with capitalization policy. 


Presumably it is well recognized in ac- 
counting circles that a consequence of the 
complete matching procedure is that ac- 
countants do not endeavor to report the 
income for a period of time, but rather en- 
deavor to report upon the income recog- 
nized in a period of time. The two points 
of view would presumably coincide only if 
income were recognized at the time of 
production. As a result of this situation, 
most of the supplementary data to be 
given in detailed schedules should be clear- 
ly indicated as pertaining to the income 
recognized in the period rather than the 
income created during the period. The in- 
formation which might be presented under 
this type of supplementary data would 
include at least the following items. 
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1. Expenses, reclassified into fixed and vari- 
able elements. 

2. Expenses, reclassified into a functional or a 
natural classification to supplement the 
classification in the regular report. 

3. Information disclosing types of products sold 
arranged according to their profitability. 

4. Physical unit summarizations for materials, 
labor and overhead. 

. Customers of the firm classified by indus- 
tries, or summarized in such a way as to 
reveal the activities of the firm under re- 
view. 

The type of data which should be pre- 
sented on those agreements being carried 
out, which have not yet reached the stage 
of completion to be recorded by account- 
ants, should be extended to cover both 
explicit and implicit agreement. The kinds 
of data falling under this classification in- 
clude the following list. 


wn 


1. Any tax advantage or disadvantage over 
other firms which the particular business 
may have. 

2. Agreements wholly unperformed by either 
the enterprise or an outsider. This would in- 
clude labor contracts, purchases commit- 
ments, and similar explicit agreements. 

3. A description of management, citing func- 
tions being performed, the age of the man- 
agement group, and including a description 
of plans for training new men. 

4. Research developments both internally by 
the firm and outside the firm as such are re- 
flected in new and better processes, prod- 
ucts, and equipment. 

. A statement of legal advice on contracts, 
dividends, and similar questions. 


on 


The development and presentation of 
supplementary data on trends should be 
confined to that data which are objectively 
determinable. One economic writer seems 
to have made the observation that un- 
certainty in the economic world is the 
cause for the development of accounting. 
Whether or not such is a true observation, 
it is obvious that the more uncertain eco- 
nomic conditions are, the less reliable will 
a study of trends of past activities become. 
Nevertheless, it hardly can be questioned 
but that a study of the trend of past opera- 
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tion is one of the best means of estimating 
future activities. Typical of the informa- 
tion for which trends might be developed 
are the following. 

1. Revenue by products. 

2. Customer by types. 

3. Expenses in units by types. 

t. Trend of expenses per dollar of revenue 

broken down by types of expenses. 


In addition to the data suggested here 
for inclusion as supplementary information 
to the income report, there are an indefi- 
nite number of subjective type activities 
which might be included in the “presi- 
dent’s letter” section of the annual report. 
It seems preferable for accountants to give 
little consideration to subjective data in 
their portion of the annual report. 

Finally, consideration might be given to 
the advisability of including industry and 
national data to provide for inter-com- 
pany comparisons. However, once the in- 
ternal type of data suggested herein is giv- 
en for each company, the need for such 
external data tends to be reduced. Further 
there are practical limitations to such a 
procedure. Therefore, there appears to be 
no great need for the expansion of present- 
ly prepared income reports to include data 
for inter-company comparison purposes. 

The presentation of the supplementary 
data of the type suggested by this dis- 
cussion might be accomplished in several 
ways. The data might be included as a 
part of the audit report in the form of a 
detailed letter covering the suggestion 
made herein. It might be presented as a 
part of the notes accompanying reports. 
However, these methods do not in them- 
selves indicate the essentiality of interpre- 
tation of income reports. Therefore, it ap- 
pears that consideration should be given 
to the possibility of presenting the supple- 
mentary data in statement form as an 
integral part of the income report. The 
form might be something along the follow- 
ing lines: 
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THE XYZ COMPANY 


Supplementary Data for the Interpretation 
of the Income Report 


For the period 


I. Statement of procedures in preparing the 
income report. 
II. Supporting schedules to explain activities 
reported upon. 
III. Data useful in estimating activities under 
different concepts of income. 
IV. Data related to future operations in the form 
of incomplete agreements. 
V. Trends 
Through the use of the supplementary 
data, the practice, which seems to be com- 
ing to the fore, of preparing special pur- 
pose reports to employees and others 
might be eliminated, as such, and recog- 
nized as a part of the whole problem of 
interpretation. Further, such information 
may tend to do away with the tendency 
for some reliance by investors and others 


on the reported “earning per share.” 

In conclusion, only by including the sup- 
plementary data and by encouraging the 
development of the interpretation phase 
of the work of the accountant, which the 
procedures advocated here should do, can 
the current demands of users of the ac- 
countant’s report be met in a practical 
manner. This is especially true if account- 
ants maintain their standard of objectivity 
for reporting. Therefore, it is in the de- 
velopment of supplementary data which 
are related to both general reporting and 
specific enterprise reporting, as opposed 
to the continuing development of general 
uniform procedures alone, that the great 
challenge to the accounting profession now 
lies. There is a positive need for the inte- 
gration of statistical, legal, financial, and 
economic techniques and concepts into 
the accounting framework. 
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THE BREAK-EVEN CHART 


L. FILL 
Harris, Kerr, Forster & Company 


WO NEEDED VIRTUES of any account- 
ing report are simplicity and ac- 
curacy. Simplicity is essential in a 
report to convey to the reader the meaning 
with the least possible inference or inter- 
polation from his own predetermined no- 
tions on the matter involved. With this 
thought in mind, every report should be 
prepared with the aim of removing techni- 
cal terminology and extraneous ideas not 
essential to the central theme. Simplicity, 
however, is also a danger in that simplifi- 
cation of complex data often necessarily 
requires some distortion of the truth. Such 
inaccuracies may be minor when con- 
sidered singly, but might be cumulatively 
misleading. There is also the danger that a 
report which contains minor inaccuracies 
not affecting the over-all picture might be 
intended for uses summary in nature, but 
the reader may use it for detailed infor- 
mation. 

The break-even chart is just such a 
summary report. Its simplicity enhances 
its ability to communicate the relation 
of sales less variable and fixed costs at 
different levels of operation quite forcefully 
to financial analysts outside the company 
and to the management group within the 
company. In such a function its use to 
convey the information in the master 
budget is undisputed. However, the prepa- 
ration of a break-even chart requires many 
estimates and conjectures which may add 
up to minor inaccuracies in the chart 
which will be misleading if the chart is 
used to measure costs and sales at any 
particular level of output. Especially is 
the break-even chart unreliable when out- 
put approaches the break-even point— 
almost invariably the break-even point 
will begin to shift as it is neared. The 


chart, then, has uses as a summary report 
and portrays the general facts of the com- 
pany as the landscape would be in an 
oil-painting. To abuse the report by using 
it as a detailed aerial photograph to direct 
actual movements of the management 
forces is to court disaster. 

At first glance the break-even chart ap- 
pears impeccably accurate. With the verti- 
cal axis representing total dollars of sales 
or costs and the horizontal axis represent- 
ing output or volume of production, both 
sales and costs are shown as functions of 
volume. As would be expected, both sales 
and total costs are shown as rising with 
increased output. As more units are sold 
more dollars are received, and certainly, 
as more units are sold more costs are in- 
volved. Costs, however, are comprised 
of two, sometimes three, general groups. 
First, there are certain fixed costs which 
do not vary with volume. The line in a 
break-even chart for this type of costs is 
a horizontal straight line. Second, there 
are other costs which vary directly with 
units produced or sold; these variable 
costs are shown as a straight line rising 
to the right on the chart. Finally, there 
are some costs which are partly fixed and 
partly variable—but these costs are usual- 
ly broken down into their fixed and vari- 
able components. Exhibit 1 shows a break- 
even chart with variable costs added to 
fixed costs to give a total cost line which 
intersects the sales line at a volume of 50. 
This intersection is called the break-even 
point. The spread between total costs and 
sales to the right of this point is an area 
of profit, the spread to the left of this point 
is an area of loss. The question brought 
out by examination of this, or any similar 
chart is, ‘““How far can prices drop or pro- 
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duction fall off before profits disappear?” 

To properly use the break-even chart 
and to avoid its abuse or misuse, the ele- 
ments of income and costs entering into 
its construction should be reviewed with a 
critical eye as to the assumptions and 
methods involved in the compilation of 
the basic data for the determination of 
their behavior as to volume. 

In plotting sales as a function of volume 
on a break-even chart it is assumed that 
sales equals production which, obviously, 
is not entirely true because of the accumu- 
lation or depletion of inventories. Inven- 
tories, though, are usually very small in 
comparison to total production and, for 
practical purposes, are ignored in com- 
puting sales at various levels of production. 
To correct for this defect, sales of opening 
inventories would have to be excluded 
and the sale value of closing inventories 
would have to be included. Such an as- 
sumption violates the accounting concept 
that profit is not recognized except on 
completed transactions. The least probable 
error, then, is obtained by disregarding 
the inventory problem in determining 
sales at any volume and to consider all 
production immediately salable. 

Other assumptions involved in comput- 
ing the sales to be plotted at various levels 
of production are that prices are fixed, 
that there is but one product or that the 
sales mix does not change and that if 
prices do change the per cent of sales in 
excess of variable costs remains constant. 
These assumptions should be given serious 
consideration in the preparation or review 
of a break-even chart and if not true, a 
new chart may have to be prepared. It is 
impossible to show a sales line on a break- 
even chart where the prices, mix, or per 
cent over variable costs change. The break- 
even chart is essentially an analysis of 
sales and costs over a short enough period 
that these things can be assumed to be 
constant for that time. 
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How, then, are sales at various levels 
of production computed? The break-even 
chart is used both as a report on what has 
occurred and what is forecasted for the 
future. As a report on what has happened 
in the past, the sales can be determined 
from the books of record and can be de- 
flated for changes in price level and cor- 
rected for other disturbing factors. Fore- 
casting sales in the future requires close 
cooperation with the sales executives of 
a company. If the number of products is 
small, or the operation is such that the 
value added to raw materials processed 
is such that sales can be measured in terms 
of the per cent of capacity at which the 
plant operates, the problem is made easier. 
The situation more frequently requires 
that assumptions be made with respect 
to sales mix and price fluctuations, instead 
of determining sales at per cent of capacity 
or units sold. Thus, future sales may be 
considered in the light that a constant 
per cent over variable costs will be main- 
tained. In this more frequent situation, 
volume will have to be expressed in terms 
of dollars of sales and sales will be plotted 
as a function of volume in terms of dollars 
of sales. The sales line in Exhibit 1 shows 
a rising slope of 45 degrees, characteristic 
of a line where the item involved is plotted 
as a function of itself. 

Along with sales income, some consider- 
ation might be given to investment in- 
come. Investment income, however, is 
fixed when considered as a function of vol- 
ume and is best reflected in a break-even 
chart as a reduction of fixed costs, to be 
discussed later. An alternative method 
would be to plot the entire sales line to 
include both sales and investment income. 

The break-even chart is prepared with 
sales and costs both starting at zero vol- 
ume. Considerations in determining a sales 
line would be involved only with the sales 
at levels within the expected high or low 
capacity at which the plant may be oper- 
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ated by the management. However, de- 
termined within this relevant range, the 
line is then drawn to zero production. 
Without a doubt, if sales dropped seriously 
below the relevant range of production 
serious or drastic action would be taken 
which would create facts or forecasts not 
at all similar to those shown on the chart. 

Costs are assumed, generally, to be fixed 
or variable. Actually, there are probably 
only a negligible few costs which are fixed 
beyond any probability of being altered. 
As a business expands it will acquire new 
plants, fix higher salaries for executives 
and plant managers, and otherwise incur 
more costs which will not vary with vol- 
ume. Many costs which are fixed will vary 
somewhat in the face of unforeseen changes 
in income or costs. The break-even analyst 
is faced with the difficulty of determining 
which costs are constant within the relevant 
range of factory output in light of the in- 
ternal and external factors which exist or 
might occur during the period portrayed 
by the break-even chart. 

Certain assumptions must also enter into 
the determination of variable costs. Ac- 
countants have customarily shown variable 
costs as a straight line, increasing directly 
with output. Is this true? Isn’t it more 
likely that costs increase by steps or 
decrease or increase at additional units of 
volume? One timekeeper may be able to 
maintain records for 100 to 500 men, 
above that an additional timekeeper may 
be employed or below that none may be 
needed. Again, as output increases, the 
need for additional janitors may be less 
than proportionate to the increase in 
production and the need for inspectors 
may be more than proportionate to the 
Increase in production. Economists, in 
classical theory, have assumed that vari- 
able costs curve upward. However, cer- 
tain progressive economists have at- 
tempted to establish the accuracy of their 
theory of curvilinearity, and have found 
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steps, concave curves, convex curves, and 
all sorts of behaviour which cumulatively, 
to their astonishment, have added to a 
straight line. Empirically, the economists 
have proven that the straight line which 
the accountants have used to portray 
variable costs fits reality very nicely when 
used for total variable costs. 

The problem of semivariable costs re- 
solves itself into recognizing the fixed and 
variable portion of those costs. This is 
an easy brushing aside of a problem more 
difficult than the solution. In the area of 
selling and administrative costs the problem 
of semivariability is most acute. These 
costs are assumed to be fixed or variable 
in terms of volume and are consequently 
included with those classifications. Per- 
haps a better portrayal would be to in- 
clude these costs in a separate category. 
By this concept the break-even chart 
would include fixed and variable costs of 
the factory and semivariable costs of sell- 
ing and administrative costs. In view of 
present concepts of selling and adminis- 
trative costs as period costs in contrast 
to factory costs as product costs, this 
treatment may, in some cases, present a 
better interpretation of the facts or fore- 
cast. 

Vv Returning to the problem of fixed or 
variable costs—what methods are avail- 
able to the analyst in determining the 
variability, if any, of a cost? The two most 
important are a review of the chart of 
accounts, necessarily subjectively and the 
scatter chart technique which is an ob- 
jective approach. Both have values and 
both have drawbacks. Accounting classifi- 
cations include a large element of judg- 
ment and one account may be used for 
accumulating both fixed and _ variable 
costs. The scatter chart method uses data 
accumulated by accounting methods in a 
preciseness which may give false reliabil- 
ity to the end product because the means 
was scientific although the material work 
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thereon was not. Perhaps the best method 
would be a combination of statistical 
compilation of data supplied by engineers 
adept at determining cost in terms of use, 
time, location, form, and other factors, 
together with a market analysis of the 
probable capacities of the market at vari- 
ous levels of production. Any report, 
though, must be timely and must not ost 
more than it is worth. We must, then, 
deal with the methods which are practical: 
review the accounts subjectively or use 
of the scatter chart. 

Determination of fixed and variable 
costs by the account classification method 
entails a careful review of each account in 
the chart of accounts and delegating the 
account as fixed or variable from the 
nature of the contents thereof. Some ac- 
counts will have to be shown partly as 
fixed and partly as variable. With a pre- 
determined volume, the amounts of vari- 
able costs thus determined can be summed 
and a point placed on a chart at that 
volume for that amount of dollars. A line 
is then drawn to zero volume and zero 
dollars. The distance at any point of 
volume from the horizontal axis to the 
variable cost line represents the total 
variable costs at that volume. A line for 
the fixed costs determined from the analy- 
sis of the chart of accounts can then be 
drawn equidistant above and parallel to 
the variable cost line. This method re- 
quires a thorough knowledge of the be- 
haviour of the costs in each of the accounts, 
and should be used only if the analyst 
has a rather complete knowledge of the 
operations and activities for which the 
costs are incurred. 

Use of the scatter chart technique in 
determining fixed and variable costs can 
be approached either from the historical 
side or from the budget side. By the histori- 
cal method the costs and volume of pro- 
duction during each of several past months 
are plotted on a chart with volume as the 
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horizontal axis and dollars as the vertical 
axis. The points so plotted will fall in an 
easily discernible pattern and a line can 
be visually fitted through the pattern to 
illustrate the usual behaviour of the costs 
at various volumes. This line will inter- 
sect the vertical axis at a point above 
zero. Since the distance from zero dollars 
to this point of intersection represents the 
portion of costs not affected by volume a 
line can be drawn horizontal through this 
point to represent fixed costs. In Exhibit 
2 the costs for twelve periods were plotted 
at the volume for those periods. In fitting 
the line the point for the sixth and ninth 
period were ignored as not being significant 
to the pattern. In using the historical 
method consideration should be given to 
changes in the plant, in the product and in 
the policy of management during the total 
time period. These changes should be ad- 
justed for before the figures are plotted 
on the scatter chart. Further consideration 
should be given to the lag between the in- 
currence of the costs and production and 
to random fluctuations in costs for reasons 
not associated with volume. It must also 
be remembered that even with these cor- 
rections the scatter chart will show the be- 
haviour of costs with respect to volume in 
the past. Even though the pattern of costs 
thus derived shows very few deviations 
from the line fitted to the scatter, the con- 
clusion cannot be drawn that costs will be- 
have in accordance with the pattern es- 
tablished. Especially in these times, what 
has happened in the past is no guarantee 
of what will come to be in the future. 
Projecting the past into the future with 
due consideration to the probable changes 
in the future and to how the past costs 
should behave under such changes is the 
primary function of the Flexible Budget 
wherein the costs at each probable level of 
operations are forecasted. If a flexible 
budget has been prepared, it is a rudimen- 
tary problem in elementary statistics to 
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plot the costs thus derived on a scatter 
chart in the same manner described for the 
plotting of historical costs. With a line 
drawn through the pattern of costs and 
extended to zero production the fixed costs 
can be determined. Under this concept 
the break-even chart becomes a graphical 
display of the Master Budget. For execu- 
tives not trained to use figures or for those 
with an aversion to long columns of num- 
bers this may be a very effective means to 
bring home the basic concept in a master 
budget for various levels of production. 
This concept, that total sales income less 
variable costs produces a marginal or in- 
cremental income available to cover fixed 
costs and to provide a profit if the volume 
is sufficiently great, is nowheres portrayed 
as effectively as in the break-even chart. 

Several variations in the break-even 
chart have been referred to. Each chart 
has its own advantages and relates the 
story in its own particular way. In Ex- 
hibit 1 the fixed costs have been shown as 
the first costs above the horizontal axis, 
bringing out that fixed costs at any rele- 
vant volume of production will always be 
the same and that the changes in total 
costs are due entirely to the changes in 
variable costs. On the other hand, the 
break-even chart in Exhibit 3 shows the 
fixed costs above variable costs and this 
brings out that at any level of production 
the spread between sales income and vari- 
able costs may or may not cover total 
fixed costs and provide a profit. Neither of 
these charts may point up the information 
properly because conventional accounting 
does not give a breakdown of costs be- 
tween fixed and variable. The primary 
classification of costs accounting-wise is 
by responsibility. Broadly, different execu- 
tives are responsible for factory, selling, 
and administrative costs. Too, this is the 
usual way of portraying costs in the ac- 
cepted income statements. Recognizing 
that the familiarity of this classification of 
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costs may lead the reader to a more ready 
understanding of the information in the 
break-even chart, Exhibit 4 has been 
drawn with the factory costs separated be- 
tween fixed and variable and with total 
selling and administrative costs added 
above factory costs in their respective 


The break-even chart is fundamentally 
a static analysis; changes, for the most 
part, can only be shown by drawing a new 
chart or a series of charts. However, the 
effects of a few changes or proposed 
changes can be illustrated on one chart. 
In Exhibit 5 a dotted line has been drawn 
to illustrate that a 20% increase in sales 
price will result in more revenue and a 
drop in the break-even point from a vol- 
ume of 50 to a volume of approximately 
35. A shift in costs also may be shown on 
one chart. An increase or decrease of vari- 
able costs would change the slope of the 
variable cost line and the total cost line. 
An increase or decrease in fixed costs 
would shift the entire line for this type of 
costs and for total costs either up or down 
without changing the slope of the lines. A 
shift of costs from variable to fixed, as is 
common in a growing company where 
more hand operations are switched to 
machine operations as the company pro- 
gresses, would result in a reduction of the 
slope of the variable cost line and a shift 
upward in the fixed cost line. This will 
have a tendency to put the break-even 
point at a higher volume of production but 
will also increase profits above the break- 
even point in production. Exhibit 6 illus- 
trates a shift in costs from fixed to vari- 
able by increasing fixed costs 40% and de- 
creasing variable costs by a corresponding 
amount at a volume of 70. 

Since the break-even chart is based on 
accounting data and is used as an ac- 
counting report, it customarily ignores the 
cost of the investment used to obtain the 
production and distribution of a com- 
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pany’s output. “Saying the same thing in 
accounting terminology, profit is not con- 
sidered as a cost item in preparing a break- 
even chart. Profit may be shown on a 
break-even chart, however. Exhibit 7 il- 
jwtrates a situation in which the desired 
profit is the same at all relevant points of 
volume. This chart also illustrates the 
handling of income taxes which, usually, 
are only a cost above the break-even point. 

In conclusion, the use of the break-even 
chart in the art of reporting portrays an 
economically healthy company when the 
break-even point is low enough for the 
company to earn an adequate profit after 
taxes at a reasonably attainable volume 
considering the risk involved and the capi- 
tal investment required. To accept it as a 
report to show the trends in a business, to 
make comparisons with the industry, to 
illustrate the effect of changes, or to bring 
out the need for a change, is to put this 
communication device to good use. ¥If 
coupled with a detailed budget and if com- 
parisons are made with the actual costs 
incurred, the break-even chart becomes a 
very effective cost-control device. 

There are many dangers inherent in the 
preparation and interpretation of the facts 


or forecasts shown by the break-even 
chart. Not the least of these is the often 
found difference between physical assets 
and accounting records. Where a situation 
of such deviation is encountered, the ac- 
counting records must be abandoned for 
an engineering concept of the costs so that 
significant figures are used. Although the 
application of statistical methods to the 
not too reliable data may at times be mis- 
leading, to ignore the statistician’s con- 
cept of margin of error and probability of 
accuracy and blindly prepare a_ break- 
even chart from accounting records, is to 
violently abuse this reporting device. The 
break-even chart will not be abused if the 
analyst preparing it always asks himself 
“What should the costs be?” and only ac- 
cepts the costs as recorded as being indica- 
tive of what they might be now. The an- 
swer to this question, of course, can only 
come from the operating personnel and the 
management; the persons for whom the in- 
formation is being gathered. It is the 
summarization and interrelation of this 
information as to sales, variable costs, 
and fixed costs that are shown in the 
break-even chart. 
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(REAL ESTATE & PERSONAL PROPERTY TAX) five 
ANDOR BERETVAS Bw 
Controller, Great Plains Hotel Co., Inc. na 
N 1936 the American Institute of Ac- practice in the treatment of taxes in finan- ee 
I countants prepared and published a_ cial statements. These reports contained ait 
Bulletin: “Examination of Financial only a few cases in which the property | ae 
Statements by Independent Public Ac- taxes were presented apart from all other ing 
countants.”’ In this bulletin local taxes are _ taxes. All 
listed under accrued liabilities and the fol- In the practice of the last few years, the | oie 
lowing recommendation has been made: tendency has changed and increasing at- > cor 
“In the case of some local taxes it may be neces- tention is being drawn to the significance the 
sary to inquire of the taxing authority as to the of the property tax itself. As a charac- exp 
period for which taxes are accrued.” teristic of the new trend, reference is made tion 
The “local taxes” referred to are: “general to the practice by which profit is measured anc 
property taxes.” by the ratio of profit to property tax. The pre 

The general property tax furnishes the S4me trend is evident from the new State fac 
main support for local governments, and 4X forms, which require rather detailed reg 
is used to some extent also by many state information on property tax. Following Illi 
governments. It is levied principally on ¢Xamples serve as illustrations: 15. 
real estate, land and “improvements.”’ In (1) State of Wisconsin Corporation Income Co 
some states there are taxes on “‘personal’’ Tax Return—Sched. F& Jo pr 
property, also on household goods, jewelry, (2) State of Montana—Corporation License Ch 

Tax Return—Sched. G 
art collections, and the like. s (3) State of Kentucky Corporation License & 

In June 1941 the American Institute of Income Tax Return—Sched. E. res 
Accountants realized the importance of in 
this matter and issued Bulletin No. 10, A comprehensive view of local tax trends an 
entitled “Real and Personal Property (including special assessments) can be in 
Taxes” in the series of Accounting Re- found in the general increase of the prop- dr 
search Bulletins. This Bulletin covered erty taxes throughout the nation. The wi 
the report of the Committee on Account- scope of the present study is to outline the lie 
ing Procedure and dealt with the legal lia- auditing procedures applied in the exami- pl 
bility and accounting for property taxes. Nation of a chain of real estate corpora- ci 
The accounting part included the accrual tions, where the goal of the corporations cc 
and cash treatment of taxes and the dis- is set as: Ww 
tribution by months. A separate chapter “to produce, exchange, buy, sell, barter and ex- 
was devoted to the treatment of property change, and hold for profit, real or personal prop- 
taxes in financial statements, in which tty or choses in action.” 
they were dealing with both the balance li 
sheet and the income statement. Under DESCRIPTION OF BUSINESS D 
the title “Current Practice’ reference was A chain, known as “Ideal Hotel and g 
made to the annual reports of five hundred Realty Company, Inc.” will be discussed. t! 
American Corporations published in 1939 The chain owns approximately one hun- 0 


which were reviewed to determine the 
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in fifteen States, and in sixty-five counties. 
Among the business properties are twenty- 
five hotels leased and not operated by the 
company itself. The properties are man- 
aged either by local real estate agents or 
by employees of the corporation located 
on the spot. These local representatives 
are taking care of the maintenance and re- 
pairs of the buildings and are collecting 
the rent. The rent income is spent by pay- 
ing property taxes, interest and insurance. 
All these problems and the administration 
are handled by the central office of the 
corporation. The central office is preparing 
the depreciation schedules based on life 
expectancy of the buildings. The corpora- 
tion is working on a calendar-year basis 
and the accrual method is used. To each 
property a code number is assigned, which 
facilitates the record keeping. Besides the 
regular chart of accounts, 01 digit means 
Illinois, number 02—Indiana, and so on to 
15. Number 011 means Illinois and Cook 
County, and 0111 represents the first 
property owned by the Corporation in 
Chicago. 

Distinguishing characteristic of such 
real estate investment is a limitation in 
income and an increasing cost in repairs 
and maintenance. As things level off the 
income from the properties is liable to 
drop and if the taxes are not kept in line 
with the reduction in income things are 
liable to get badly out of line. The ratio of 
property values to real estate taxes is a de- 
ciding factor on earnings and to avoid a 
confiscatory tax trend an audit program 
was outlined. 


AUDIT PROGRAM 

The audit program in this study is 
limited in scope to real estate and personal 
property taxes. An auditor was hired to 
gather all the accounting information and 
the available data for recording. His audit 
operations are summarized as: 

(1) To read a synopsis of Tax Laws of 
the County where the real estate or per- 
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sonal property is located. This contains 
the information when the taxes are due, 
how to get the benefits of installment pay- 
ments, and the data about interest in case 
of delinquency. 

(2) To study the millage rate table 
which is published yearly, generally on a 
comparative basis. These changes are il- 
lustrated in a sample case and the related 
figures are tabulated for Minneapolis, as 
follows: 


1949 1950 

(mills) (mills) 
Total rate—Homestead....... 143.03 137.13 
Total rate—Non-homestead*... 147.00 141.00 


* The non-homestead rate applies to all personal 
property. 


In the sample case the rate for non-home- 
stead classifications is 141 mills, which is 
the same as $141.00 for each $1,000.00 of 
assessed valuation. 

(3) To inspect assessment papers, usu- 
ally known as return of taxable property 
or list of taxable property valuation. These 
valuations are placed by the County, City 
or Township Assessor, depending on the 
form, of local government, in which the 
property is located. It is advisable for the 
Auditor to read the Assessor’s notice to 
the property owner, which is condensed 
in the following text: 

In case of complaints, the City Board of Review 
which handles the objections and the appeal from 
the local Board is going to the County Board of 


Equalization for the purpose of adjusting and 
equalizing assessments. 


At this point it should be mentioned that 
personal property taxes are assessed yearly 
and the real estate taxes in most cases only 
every two to four years. 

(4) To examine the tax statement in re- 
gard to: 

(a) Taxable year 

(b) Legal description 

(c) Valuation 

(d) Rate (consolidated) 

(e) Penalty and interest 

(f) Rebate (legal discount) 

(g) Tax sale 
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In addition to the data mentioned, the 
tax statement contains the plat and parcel 
number, which is assigned by the County 
Treasurer, for the purpose of bookkeep- 
ing—to every property in the County. 
Also, code numbers have been assigned to 
the general tax, homestead, special assess- 
ments, etc. Those code numbers are im- 
portant only to the Treasurer’s and the 
Auditor’s office in distributing the funds 
after collection. 

(5) To compare the tax receipt with the 
tax statement. In addition to this, it is es- 
sential to check the cancelled checks cover- 
ing the tax payment. In many cases the 
statements become a receipt when official 
validation is placed thereon. From the 
tax receipt the Auditor should find out 
whether the tax was paid “under protest” 
or as a final payment; he should be familiar 
with the background of the protest itself. 

(6) To review and check the proper ac- 
crual set-up, it is practical to send out an 
information request to the County Treas- 
urer or County Collector of Revenue, who 
is the record-keeping authority concern- 
ing property taxes. He does not determine 
the amount of the tax, neither can he 
make adjustments or corrections. This in- 
formation procedure is very commendable 
because the payment of the current taxes 
is not a proof that the past-due (back) 
taxes were paid. Many unrecorded liabili- 
ties have been discovered by this examina- 
tion. This information request form is 
given below. 


TO: County Treasurer 
City, State 


Dear Sir: 


In connection with the examination of the ac- 
Hotel Co., we would ap- 
preciate receiving information relative to real 
estate and personal property taxes on the follow- 
ing described property: 

(property known as ) 


Information desired: 


Amount of 19__ real estate and personal prop. § su 
erty taxes: 
Date or dates when paid: 
By whom paid: 4 ( 
Amount of delinquent real estate and person — incl 
property taxes, unpaid as of December 31,19 7 tax 
Original assessment: 
Penalty: 
Interest: 
Kindly list the information on this letter and | ‘ 


return in the enclosed stamped envelope. Thank | 
you for your cooperation. 


Yours very truly, 


@ 


This form should be standardized, as are | 
the bank confirmation blanks. t 

(7) In connection with delinquent taxes ' 
it should be noted that the County Treas- : 
urers, in their statements, are making ref- | 
erence to Sales Certificates in case the |. 
property was advertised and sold to the 7 
County. The sales certificate shows, in 
addition to the delinquent taxes, penalty, 
interest, and the year for which the tax | 
was due. The County Auditor will have § — 
the additional information about redemp- ¥ 
tion and related expenses, which can be In 
obtained by writing to the County Audi- lo 
tor. This information is presented in the 
memorandum statement only. Concern- 
ing the “Redemption,” all data are con- M 
tained in the Redemption Certificate. 

(8) It is recommended that the Auditor . 
always see that full liability has been en- 
tered for unpaid installments of special It 


assessments covering paving, street main- sp 
tenance, sewer and similar expenses. In 
this connection he should keep in mind: g 
A special assessment cannot be used as a 
income tax deduction even if an incidental I 
benefit will result to the public. An example is Q 


the installation of a larger street sewer to draw 
off flood waters during an excessive rainfall. 
Both the owner of the property on which the 
sewer adjoins and also the public using the 
street would be benefited in such a case. But 
no deduction for an amount so paid can be 
taken. 

An assessment against a local benefitismade 
for the purpose of maintenance or repair, oF 
for the purpose of meeting interest charges 02 


al prop- 


such benefit a deduction may be taken, but 
only to such an extent.’ 


(9) The Auditor’s special duty should 


ersonal i include a study of the pro-rating of local 


31, 19_ 


as are 


> taxes 
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taxes between buyer and seller. 


“As between a buyer and seller of real prop- 
erty, a difficult question as to which one may 
be entitled to deduct taxes can arise if the 
transaction is made around local tax time. 
Thus, in some cases, the seller may be the one 
entitled to deduct a current tax, even though 
the buyer pays it. Such a situation is entirely 
possible. 

“Ordinarily the one who has legal title at 
the time that the tax accrues is the one who is 
bound to pay the tax and the one who can de- 
duct it. But the question of the date on which 
the tax accrues is often a difficult one, resolv- 
able only by interpretation of the law of the 
state in which the property is situated.’ 


Assessed Value 
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(e) Information in regard to delinquent 
personal property taxes. In such case the 
Sheriff is the so-called collecting agency. 

(f) Whether city assessments are used 
by the county, and vice versa. 

The Auditor further, shall: 

(g) Familiarize himself with the higher 
tax authority, such as the Circuit Court, 
the State Division of Taxation. 

(h) To whom the tax was paid. As an 
example, in Wisconsin it is paid to the 
Treasurer of each town, City or Village, 
except that in case of payment on a semi- 
annual basis, the second payment is made 
to the County Treasurer. 

The following tabulation illustrates how 
the accrued property taxes for 1950 have 
been determined, as of December 31, 1950: 


Due Partial 
Real Personal (mills) Tox half 150 
Estate Prop. 
Montana....... $12,319.00 _— 121.100 $1,585.71 11/30/50 $792.85 $ 792.86 $132.00 
Indiana. ... 9,500.00 $1,060.00 47.400 500.54 500.54 42.00 
Towa..... 18,000.00 63.591 1,144.64 1,144.64 95.00 
Kansas... 17,000.00 43.455 737.73 12/20/30 368 .86 368.86 61.00 
Michigan....... 17,000.00 1,500.00 35.000 647.50 647 .50 54.00 


(10) In addition to the procedure out- 
lined here, if no synopsis of the tax law is 
published, the Auditor should ascertain: 

(a) When the taxes are due (pay as you 
go), 

(b) Under which conditions are instal- 
ments permissible (winter and summer, 
advance and final), 

(c) What are the interest regulations, 

(d) Whether the County is collecting 
some State taxes for such items as Vet- 
erans Bonuses, etc., and whether the rates 
are based on the valuation of the property. 

‘Residential Property and Federal Income Taxes, 


Commerce Clearing House, Vol. XXXVII, No. 4, 
Part I, Page 11. 
Ibid. 


During the current year a review of the 
actual property tax payments has been 
made, and the differences by individual 
properties were ascertained. The differ- 
ences as tabulated have been adjusted 
against the Surplus Account. 


Due per 
Accrual tax state- 
Property Account ment Over Under 
Code Balance (unpaid Accrual Accrual 
9/30/51 1950 
tax) 
12 $1,543.38 $1,729.22 — $185.84 
20 153.71 353.19 — 199.48 
130 165.26 $165.26 
164 677.55 240.14 437.41 


In connection with tax payments “un- 
der protest” a summary was prepared re- 


er and 
Thank 
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flecting the per cent part of the protest. 
In this way the corporation was ac- 
quainted with the upper limit of the claims 
in case all the protest is fully granted. 


CONCLUSION 


The preceding discussion emphasizes 
the necessity of the usage of newly de- 


veloped information which can be ob- 
tained in the form of a request in regard 
to property tax data. This would show 
that without outside communication or 
other satisfactory proof on pending tax 
liabilities, no audit report should be issued 
or verified. 


Puerto Rico. 
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COST ACCOUNTING FOR MOTOR 
FREIGHT TERMINALS 


VAL B. LEHNBERG 
Professor, University of Southern California 


of a motor freight terminal that man- 

agement know the cost of handling 
each shipment. Shipments may be divided 
into certain official freight classifications; 
such as first, second, third, or fourth class, 
which was the method used to distribute 
expenses in the study of line haul costs.’ 
In the strictly line haul operation no con- 
sideration was given to weight groups, be- 
cause the cost of hauling a given load of 
ten shipments was the same as the cost of 
hauling one shipment of ten pieces, if all 
other things were the same. 

However, the weight group into which 
shipments fall is considered to be a better 
distribution factor in terminal operations, 
because the pick-up and delivery expenses 
would vary for loads of the above type, 
since a truck would generally be required 
to make ten stops for the former but only 
one for the latter. It is therefore evident 
that when a truck makes ten stops to pick 
up a given weight of small light packages 
the cost per ton would be greater than 
large heavy ones picked up at one stop. 

The same general outline used to de- 
velop line haul cost methods is employed 
to develop terminal cost, but pick-up and 
delivery, assembling, segregating, billing, 
and loading freight at a terminal, involve 
many additional complications. 

In order to simplify the problem it is 
first assumed that only one truck is used 
for pick-up and that the cost of the truck 
is $2,000. The depreciation is handled as 
a constant expense, because light trucks, 
which are estimated to last only five years, 


I’ IS ESSENTIAL to the efficient operation 


_'Lehnberg, “Cost Accounting for Motor Freight 
Lines,” the AccouNTING Review, April 1950. 


are used in pick-up work. Time is used as 
the basis for depreciation, which would 
make depreciation a constant expense. 

During the first year the truck operated 
eight hours a day for three hundred days. 
A summary of its operations follows: 


Pounds per hour.............. 2,500 
Pounds per mile.............. 750 


The driver is paid one dollar an hour, 
and for simplicity, social security and com- 
pensation insurance are disregarded. The 
constant expenses for vehicle insurance, 
taxes, licenses and garage rent amount to 
$320 per year. Fuel and lubricants are two 
cents a mile, tires one cent, and truck re- 
pairs three cents. 

In order to distribute the pick-up ex- 
penses, it is necessary to list those ex- 
penses which are computed on a mileage 
basis separately from those which are not 
affected by the number of miles the truck 
operates. 

The assumed expenses to show this sepa- 
ration are summarized in the following 
table: 


TaBLe [ 
EXPENSES PER MILE AND PER YEAR 
Per Per 
Mile Year 
$2,400 
400 
Other Constant Expenses....... 320 
Fuel and Lubrication.......... $0.02 
0.01 
0.03 
Total (8,000 miles).......... 0.06 480 
Total Expenses Per Year..... $3, 
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In the above summary the $2,400 for 
driver’s wages represents 2400 hours at 
one dollar an hour. The depreciation of 
$400 for one year is one-fifth of the pur- 
chase price of $2,000, because the esti- 
mated life of the truck is five years. Trade- 
in value is disregarded in the assumption. 
The constant expenses of $320 are as- 
sumed. All of the mileage expenses are in 
round figures, but the amounts are in sub- 
stantial agreement with actual studies of 
pick-up truck operation. 

If it is assumed that the truck carried 
only one commodity during the first year, 
the yearly expenses of $3,600 can be dis- 
tributed to compute the cost per ton as 
follows: 


Tons handled per year......... 3,000 
$3 , 600 
Cost per hundred pounds....... .06 


The above summary establishes a cost 
of six cents per hundred pounds, and is 
valid if the truck handled only loads ot 
homogeneous property during the entire 
year. The assumptions in this situation 
are over-simplified because a pick-up 
truck would be used to gather many com- 
paratively small shipments and deliver 
them to the terminal. The expense in- 
volved in making one stop to pick up a 
full load would be less than the expense of 
making ten or twenty stops to gather’the 
same full load. It is, therefore, necessary 
to devise a means of allocating the ex- 
pense to the various weight groups. 

It is customary in motor transportation 
cost studies to divide shipments into cer- 
tain weight groups,” which conform to the 
weight groups of the tariff for the area, 
and commodities or classes of property 
covered by the study. It should be recalled 


2 C. G. Anthony, Study of Cost of the Transportation 
of Used Property viz: Household Goods, Personal Effects 
and Office and Store Fixtures and Equipment Between 
Points in Cclifornia by Bekins Van Lines, Inc. (Lyons 
Van Lines, unpublished material, L. A. Cal. 1946) 
Sched. B p. 1. 
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that the direct expenses assignable to pick- 
up and delivery operation are separated 
into mileage expenses and hourly expenses, 
Therefore, it is necessary to determine the 
effect of the various weight groups on each 
type of expense. Using the data from 
Table I the costs would be separated as 
follows: 


Per Per 

Ton Hundred 
$0.16 $0 .008 


The cost per ton of sixteen cents was 
computed by dividing the mileage ex- 
penses of $480 in Table I by the three 
thousand tons handled during the year. 
The cost per ton of $1.04 was obtained by 
dividing the per year or hourly expenses 
of $3,120 by three thousand tons. 

When a truck is running it is using both 
hourly and mileage expense, but when the 
truck is standing and being loaded or un- 
loaded it is using only hourly or time ex- 
pense. The driver’s wages are on an hourly 
basis, and all the constant expenses must 
be prorated on a time basis. It has been 
developed in traffic studies that shipments 


in the light weight bracket consume rela- | 


tively more time per ton than those in the 
heavier weight brackets.* The study indi- 
cates that about forty-five per cent of the 
total time represents running time and 


that the remainder, or fifty-five per cent, | 


is employed in loading and unloading.‘ 


Since fifty-five per cent of the hourly or | 
time expenses are affected by the weight | 
of the shipments, it is essential that a way | 
be found to distribute that percentage of | 


these expenses to the various weight 
groups. When a detailed time study of the 
pick-up and delivery truck operations is 
made, a record is kept of the number of 
shipments, the weight of each shipment, 


* Fred H. Chesnut, Study of Cost of Transporting 
Property in Motor Trucks Between Points in California 
(San Francisco: California Railroad Commission, Sept. 
20, 1937), p. 16. 

* Loc. cit. 
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and the time consumed in handling each 
shipment. These data are segregated into 
the various weight groups, and percent- 
ages computed for both number of ship- 
ments and for weight. This type of study 
reveals that the time required per ton to 
pick up small shipments is greatest, and 
that as the size of the shipment in terms of 
tons increases, the time required per ton 
decreases. 

In order to continue with the one truck 
example used in this article, it is assumed 
that a study resulted in the following sum- 
mary: 


Pounds Weight Consumed 

5 100% 
25 35% 
500-1,999........ 30 20% 
20 14% 
4,000-9,999........ 12 12.5% 
10,000-over ........ 8 12% 


While all of the above figures are as- 
sumed the column of weight groups are 
those generally used in traffic studies, and 
the percentages of weight and time distri- 
bution are fairly representative in round 
number of what would be found in an ac- 
tual study. 

All of the information is now available 
to extend or refine the assumption, and to 
assign the expenses in Table I to the 


217 


weight groups listed in the above sum- 
mary. 

The strictly mileage expenses of $.008 
per hundred pounds, and forty-five per 
cent of the hourly cost of $.052, are not 
affected by the size or weight of the ship- 
ment. However, the remaining fifty-five 
per cent of the hourly rate is affected and 
must be allotted to the weight groups in 
such a manner that each carries its pro- 
portion of the expenses. In Table II the 
hourly rate of $.052 per hundred pounds 
was separated between costs which vary 
with the weight group, shown in the table 
as variable, and those which are constant 
regardless of weight group, shown as con- 
stant. The same type of formula developed 
for the allocation of line haul expenses is 
used to apportion the variable expenses 
to the weight groups. 

Since the greatest amount of time was 
spent on the 0 to 99 weight group a full 
one hundred per cent of the variable 
hourly expenses was charged to the rela- 
tive tonnage in that group. In this case, 
Table II, five per cent of the total weight 
of all shipments were in the 0 to 99 group, 
and therefore, five per cent of the ex- 
panded hourly expenses was charged to 
this weight group. The five per cent was 
expressed as a decimal in the formula. 


TABLE II 


DISTRIBUTION OF Pick-Up EXPENSES BY WEIGHT GROUPS 


Variable: 55% of $.052 equals $.0286 
f .052 equals .0234 


Constant: 45% of 


Let x equal the hourly variable expense within the 0 to 99 weight bracket. 
Then: .05x plus .25 (.35x) plus .30 (.20x) plus .20 (.14x) plus 
12 (.125x) plus .08 (.12x) equals $.0286 
.2501 x equals $.0286 
x equals $.11435 


Pick-Up Costs Per Hundred Pounds 


Weight Group Relative Time Hourly Variable Hourly Constant Mileage Cost Total Cost 
Pounds Consumed Cost Cost 
oe 99 100.0% $.1144 $.0234 $.008 $.1458 
100- 499 35.0% .0390 .0234 .008 .0704 
500-1 ,999 20.0% .0229 .0234 008 .0543 
2 ,000-3 ,999 14.0% .0160 .0234 .008 .0474 
4,000-9 ,999 12.5% 0143 .0234 .008 -0457 
10,000-over 12.0% 0137 .0234 .008 -0451 
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Twenty-five per cent of the total weight 
fell into the 100 to 499 pound bracket. 
However, the assumed time study indi- 
cated that only thirty-five per cent as 
much time was spent per pound loading 
and unloading this weight group as was 
spent per pound on the 0 to 99 group. It 
therefore is apparent that the 100-499 
group should not be charged with a full 
twenty-five per cent of the expanded ex- 
penses, but rather twenty-five per cent, 
or one-fourth, of thirty-five per cent. In 
other words, this weight group should 
carry one-fourth of the relative weight, 
because it represented one-fourth of the 
total weight, but only thirty-five per cent 
of that fourth, because this 100 to 499 
group took only thirty-five per cent as 
much time per pound as the 0 to 99 group. 

The same reasoning and explanation 
would apply to the balance of the weight 
groups and time percentages in the for- 
mula presented in the first part of Table 
II. The object of the formula is to expand 
the hourly variable expense per hundred 
pounds to an amount equal to the cost of 
handling shipments in the smallest weight 
bracket. When this amount is allocated to 
each of the weight groups in accordance 
with the formula in the latter part of 
Table II, it will exhaust the full amount 
of these expenses. 

In addition to the pick-up expense there 
is also the cost of handling these ship- 
ments on the platform in the terminal 
and loading them on the line haul trucks. 
No consideration was given to the load- 
ing or unloading of line haul trucks when 
line haul costs were discussed.® The termi- 
nal expenses are divided into platform 
handling, billing, and overhead. All termi- 
nal expenses which cannot be charged di- 
rectly to billing or platform handling are 
classified as overhead. 

The platform expense consists of the 
wages paid to the platform workers for 


5 Lehnberg, op. cit. 
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loading and unloading line haul trucks 
and for sorting, checking and weighing 
shipments. There are also social security 
taxes, compensation insurance, and the 
cost of repairing and maintaining plat- 
form equipment. The expense of unloading 
pick-up trucks was included in Table | 
under driver’s wages, therefore it was not 
considered here under platform wages, 
After a shipment has been delivered to the 
platform the expense of handling cannot 
be segregated accurately by weight groups. 
A study in which 133,420 tons were ana- 
lyzed states that: 

Terminal handling expense is not affected by 
the relative size of the shipment—at least to any 
marked degree. It is true that small shipments 
may require somewhat greater time for checking 
in proportion to their weight than large ship- 
ments. No study has been undertaken to develop 
this difference if such in fact exists.® 


It is evident that the cost per ton can 
be obtained readily by dividing the total 
platform expenses by the number of tons 
handled. 

In developing the pick-up cost per hun- 
dred pounds, it was stipulated that only 
3,000 tons were delivered to the platform. 
Therefore, the platform expenses are com- 
puted on that basis. If the total platform 
expenses for wages, social security, com- 
pensation insurance, and miscellaneous 
repair are assumed to be $1,500, then the 
cost per hundred pounds would be com- 
puted as indicated in Table III. 


TABLE III 
PLATFORM HANDLING Costs 


Total Platform Expense........... $1,500 
Cost per hundred pounds.......... .025 


This cost of $.025 per hundred pounds 
is carried to Table IV when the complete 
starting costs are assembled. 

The rating and billing expenses are ap- 
proximately the same for each shipment. 


6 Chesnut, op. cit., p. 20. 
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It is reasoned that there would be little 
difference in the time required to bill a 
shipment of one hundred pounds and one 
weighing five tons. This reasoning does 
not apply to special hauls or split delivery 
shipments, which require additional time 
for rating and billing.’ However, in the 
handling of general merchandise cargo by 
a common carrier there appears to be no 
reason for charging any one weight group 
more per freight bill, and another group 
less. 

It is assumed in Table IV that the total 
billing expense for salaries, supplies, and 
miscellaneous items was $560, and that 
8,000 freight bills were issued. The cost is, 
therefore, $.07 per freight bill. The above 
figures which represent the billing of 3,000 
tons only are used as an example. It is now 
necessary to convert the cost per freight 
bill to cost per hundred pounds. In the 
first part of Table IV the average weight 
per shipment has been determined for 
each weight group. The average weight 
per shipment in the 0 to 99 group is fifty- 
six pounds; therefore, by dividing $.07 by 
56 the cost of $.12 per hundred is com- 
puted for this weight group. The same pro- 
cedure is used to compute the cost per 
hundred when the shipments averaged 
over one hundred pounds. In the second 
group $.07 divided by .234 equals $.03 
per hundred. The first cost is higher than 
the average, because it took almost two 
bills per hundred in the 0 to 99 group. The 
second cost is less than average, because 
it took only one bill for over two hundred 
pounds in the 100 to 499 weight group. 

The terminal overhead expense which is 
listed as an assumed lump sum of $1,350 
in the second part of Table IV includes 
the salaries of the terminal manager, dis- 
patchers, and clerks. It also includes sta- 


"H. J. Bishoff, Table Showing Relative Billing and 
Rating Time of Minimum Charge Shipments and Split 
Pick Up and Delivery Shipments (Los Angeles: Cali- 
fornia Railroad Commission. Case 4808, Exhibit 30, 
August, 1946, 
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TABLE IV 


EXPENSES ASSIGNED DIRECTLY TO EACH FREIGHT BILL 
IssUED, TERMINAL OVERHEAD EXPENSE AND TERMINAL 
OVERHEAD Costs PER HUNDRED PouNDs By WEIGHT 


BILLING COST DATA 


Number of Freight Bills Issued...... 
Total Billing Expense.............. $560 


Cost per Freight Bill............... $.07 
Average Cost of 
Weight Group Pounds Billing 
Pounds Per Per 100 
Shipment Pounds 
56 $.1250 
100- 499...... 233 .0300 
500-1,999...... 990 .0070 
2,000-3,999...... 3,400 .0020 
4,000-9,999...... 7,100 .0010 
10,000-over ...... 15,000 -0005 


TERMINAL OVERHEAD COST DATA 


Total Terminal Overhead Expense.... $1,350 
Cost per ton ($1,350 divided by 3,000) $.45 
Cost per hundred pounds............ -022 
Relative 
Weight Group Per Cent Per Cent 
Pounds by Weight of Revenue 
per 100 Lbs 
100-1 499...... 25 50 
500-1,999...... 30 45 
2,000-3 ,999...... 20 40 
4,000-9 ,999...... 12 30 
10,000-over ...... 8 25 


.05x plus .25 (.50x) plus .30 (.45x) plus .20 (.40x) plus 
.12 (.30x) plus .08 (.25x) equals .0225 cost per 100 Ibs. 
.446x equals .0225 
x equals .0504 


TERMINAL OVERHEAD COST PER 
HUNDRED POUNDS 


Weight Group 
Pounds of Revenue 
per 100 Lbs 
100 $.0504 
100—  499...... 50 .0252 
500-1,999...... 45 .0227 
2,000-3 ,999...... 40 .0202 
4,000-9 ,999...... 30 -0151 
10,000-over ...... 25 .0126 


tionery, rent or depreciation on buildings, 
and depreciation on equipment. Since 
3,000 tons are handled through the termi- 
nal the cost is $.45 per ton or $.0225 per 
hundred pounds. 

In distributing the average cost per ton 
to the various weight group brackets the 
formula developed earlier is used. In this 
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case, however, the relative revenue per 
hundred pounds produced by each weight 
group is used in combination with the per- 
centage of weight within the weight brack- 
et. The use of revenue as a means of 
spreading terminal overhead to the weight 
groups is confirmed by a study of seven 
terminals handling 133,683 tons which 
states that: 

Terminal overhead expense per ton is greater 
on shipments falling in the low weight brackets as 
compared with those in the high weight brackets. 
Also, it is the function of efficient management to 
vary the cost of terminal overhead in proportion 
to the volume of business (expressed in dollars) 
passing over the terminal. Obviously this cannct 
always be achieved. 

The cost of terminal overhead for various 
weight group brackets is therefore developed by 
applying the relative per cent of weight and the 
relative per cent of revenue developed for each 
weight group.® 


The last part of Table IV indicates the 
manner in which the cost per hundred is 
spread to the six weight groups. The 0 to 
99 group is charged with a full one hun- 
dred per cent, the second with only fifty 
and the remaining groups with the relative 
percentages of revenue listed in column 
two. 

All of the expenses that are chargeable 
directly to pick-up and terminal operations 
have now been introduced and explained. 
When these expenses are grouped together 
they are called starting expenses, or start- 
ing costs when applied to a definite unit, 


8 Chesnut, op. cit., p. 21. 
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such as a ton or a hundred pounds. Hoy. 
ever, before complete starting costs are 
determined it is necessary to consider gen- 
eral administrative overhead expense, 
revenue expenses, and an allowance for re. 
turn of investment. 

All of the cost figures which were de. 
veloped in this chapter from the assumed 
expenses are assembled in Table V to com- 
pute the starting cost for one terminal. 
The costs have been listed under the vari- 
ous weight groups and added to deter. 
mine total direct starting cost. 

The full starting costs, which are en- 
tered on the last line of Table V, represent 
the expenses of only one terminal because 
the original assumption was limited to one 
truck hauling merchandise to one termi- 
nal. However, care has been taken to use 
realistic figures in order that the final re- 
sults in Table V may demonstrate the 
type of report obtainable from the method 
employed. The stipulation of only one ter- 
minal was used for clarity and ease of ex- 
planation. In actual practice when a ship- 
ment is transported it is picked up at one 
terminal and delivered at another. In that 
case the shipment would be charged with 
the unit cost for two terminals. When a 
table is established for two terminals, it 
does not contain two billing costs, because 
a shipment is billed only once. 

By combining line haul and terminal 
costs, the cost of transporting the various 
classes and weight groups of merchandise 
may be obtained. 


TABLE V 
TorTAL STARTING Costs PER HUNDRED POUNDS FOR ONE TERMINAL 


: 0 to 100 to 500 to 2,000 to 4,000 to Over 
Weight Groups Pounds 99 499 1,999 3,999 5,999 10,000 
Pick up Table $.1458 .0704 0543 .0474 0451 
Platform Handling Table III....... .025 .025 .025 .025 .025 
Billing Table 125 03 007 "002 ‘001 "0005 
Terminal Overhead Table IV........ 0504 "0252 ‘0227 0202 "0151 0126 
.3462 . 1506 .1090 .0946 .0868 .0832 
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REPORT OF THE 1951 PRESIDENT 


S. PAUL GARNER 


NOTHER EVENTFUL PERIOD in the his- 
om of the Association has passed 
since the 1950 annual report was pre- 
sented twelve months ago. While there have 
been few spectacular happenings during 
the year, steady progress is evident on all 
sides. There has been a substantial in- 
crease in the membership and the financial 
condition of the Association continues to 
be satisfactory. The Association owns suf- 
ficient securities to enable it to survive a 
period of stress caused by war or other 
conditions. 

The annual convention, held at the Uni- 
versity of Denver in September, was at- 
tended by nearly 500 members and guests; 
this was one of the largest groups ever to 
attend a convention of the Association. 
The Executive Committee is gratified 
that the plan of holding the annual meet- 
ing in September on a University campus 
has the approval of a large majority of the 
membership. 

The AccouNTING REVIEW, under the 
editorship of Frank P. Smith, has con- 
tinued to serve instructors, students, and 
practitioners with a series of significant 
and helpful articles, book reviews, solu- 
tions to CPA examination problems, and 
news items of members of the Association. 
The Review has an impressive interna- 
tional reputation as a scholarly publication 
in the field of accounting. 

The Association continued during the 
year to have close and cordial relations 
with the American Institute of Account- 
ants. The Committee on CPA Examina- 
tions, the Committee on Internship Pro- 
grams, and the Committee on Selection of 
Personnel cooperated with corresponding 
committees of the Institute. President 
S. Paul Garner and Vice-President John 
W. McEachren represented the Associa- 


tion at the spring Council meeting in 
Colorado Springs in May, and past-presi- 
dent Thomas W. Leland was our official 
representative at the annual convention in 
Atlantic City. 

We have established closer relations 
with the Controllers Institute of America, 
the Institute of Internal Auditors, the 
American Association of Collegiate Schools 
of Business, and the Association of CPA 
Examiners. These contacts should lead to 
even more significant results in later years. 
Past-president Hermann C. Miller repre- 
sented the Association at two meetings of 
the newly organized Council for Profes- 
sional Education for Business, sponsored 
by the American Association of Collegiate 
Schools of Business. This council includes 
representatives from ten different organi- 
zations. 

The Association was represented by 
Rufus Wixon at the Drexel Institute’s 
Sixtieth Anniversary Convocation; by 
President-elect George Husband at the in- 
auguration of the new president of the 
University of Michigan; by S. F. De La 
Cruz at the Fifth Annual Convention of 
the Philippine Institute of Accountants; 
and by President Garner at the South- 
eastern Section meeting of the Associa- 
tion, the First New England Accounting 
Instructors Conference, the New York 
University Conference on Accounting Ed- 
ucation, the AIA Study Group on Business 
Income, and the Ohio State University 
Institute on Accounting. 

One of the greatest satisfactions your 
President has received from his year’s 
service is from the splendid cooperation of 
committee members. Around one hundred 
and sixty members of the Association have 
contributed generously of their time in the 
conduct of its committee activities. Al- 
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most no one declined a committee appoint- 
ment, and many spent much more time 
and effort than reasonably could have been 
expected. The total number of committees 
active during the year was nineteen; this 
is probably the largest number in the his- 
tory of the Association. 


THE EXECUTIVE COMMITTEE 


The Executive Committee met with the 
1950 Committee in St. Louis in December, 
1950; it met again in May in Columbus; 
in Denver in September; and it met with 
the 1952 Committee in Chicago in De- 
cember, 1951. 

At these meetings the chairmen of sev- 
eral of the committees made their reports 
in person; this practice has proved very 
helpful and should be continued. Through 
it, not only can the Executive Committee 
give more effective direction to the com- 
mittee agendas, but there is also an inter- 
play of mutual enthusiasm for work which 
means so much in an organization such as 
ours. The Executive Committee, in its 
several meetings, has taken action on the 
many routine matters which normally 
come before it; but more importantly, it 
has devoted a great deal of time and 
thought to questions involving the larger 
aspects of the Association’s function and 
place in the American accounting scene. 
Some of this will not bear fruit immedi- 
ately; the seeds, however, have been sown 
and I confidently expect that the product 
will be great in the near future. 

The following list of actions includes the 
more significant decisions made during the 
year 1951. The Committee: 

1. Authorized the president to prepare and 
present an application to a research founda- 
tion for a grant-in-aid which will enable the 
Association to undertake an expanded pro- 
gram of research in accounting. 

. Gave permission to Mr. Nakajima to trans- 
late the Paton-Littleton monograph into 
Japanese. 

3. Approved a 


proposal made by Vice- 
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President Fred Horn that the Association 
sponsor a contest to encourage improve- 
ment in the writing of accounting students, 

4. Approved a report presented by Harvey 
Meyer, Chairman of the Committee on By- 
Laws, as to some needed amendments in the 
by-laws. 

5. Authorized the president to try to find 
some members to represent the Association 
as delegates to the Sixth International Con- 
gress on Accounting in London in June, 
1952. The following members have agreed 
tentatively to serve in this capacity at no 
expense to the Association: 

T. M. Dickerson Eric Kohler 


J. L. Dohr Harvey Meyer 
Stephen Gilman Hermann C. Miller 
W. J. Graham DR Scott 

David Himmelblau  H. T. Scovill 

G. R. Husband 


W. J. Graham has been invited by the Coun- 
cil of the Congress to prepare a paper to 
be read by him at the Congress. 

6. Authorized the president to correspond with 
the Association of CPA Examiners concern- 
ing a report of its Committee on Education 
and Experience Requirements. 

7. Authorized the president to correspond 
with Emanuel Saxe, Chairman of a special 
New York State Study Group on Education 
for the Profession of Accountancy, offering 
the services and resources of the Association 
in furthering the work of the Study Group. 

8. Authorized the preparation of cumulative 
indexes to the ACCOUNTING REVIEW every 
five years in the same format as the 1950 
cumulative index. 


COMMITTEE ON ACCOUNTING 
CONCEPTS AND STANDARDS 


Willard J. Graham continued as chair- 
man of this committee during 1951. The 
committee held two meetings. Under the 
policy announced in the 1950 annual re- 
port, the following accomplishments may 
be listed: 


Supplementary Statements Completed 


No. 1: “Reserves and Retained Income” 
Completed December 31, 1950 
Published in AccountinG REvtew, April, 
1951 

No. 2: “Price Level Changes and Financial State- 
ment” 
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Completed August 31, 1951 
Published in the AccounTING REVIEW 
October 1951; in Journal of Accountancy, 
October, 1951; and in New York Certified 
Public Accountant, November, 1951. 

No. 3: “Current Assets and Current Liabilities” 
Completed October 31, 1951 
Published in AccoUNTING REVIEW, Janu- 
uary, 1952 


Articles interpreting Committee State- 
ments written by individual committee 
members (and reviewed but not neces- 
sarily approved by committee): 

(1) By S. Y. McMullen, interpreting State- 
ment No. 1, published in AccoUNTING RE- 
view, April, 1951 

(2) By T. H. Hill, interpreting Statement No. 
2, published in AccounTiInG REVIEW, 
January, 1952 

(3) By M. H. Stans, interpreting Statement 
No. 2, published in the Journal of Ac- 
countancy, January, 1952. 


Prospective Statements— 


In Process 


Supplementary 


Statement on Depreciation 

Statement on Classification of Assets and 
Equities 

Statement on Inventories, Anticipation of 
Losses, etc. 


Possible subjects for future statemenis— 
discussed but not actually in process 

Quasi-reorganizations 

Re-examination of basic assumptions (postu- 

lates) of accounting 

It was agreed that all the members of the Com- 
mittee should review the 1948 revision of the 
AAA Statement seeking subjects appropriate for 
this Committee’s investigation. 


COMMITTEE ON CPA EXAMINATIONS 


The Committee on CPA Examinations, 
David M. Beights, Chairman, has kept in 
close touch with the Educational Director 
of the American Institute of Accountants. 
The committee’s principal function is to 
assist in all possible ways in the improve- 
ment of the CPA examination. During the 
early part of the year the chairman pre- 
pared a list of twenty-five thoughtful 
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questions concerned with the type of CPA 
examination which has been or should be 
set for candidates aspiring to be independ- 
ent public accountants. These questions 
were submitted to the ten members of the 
committee and to several other persons. 
The replies had a number of variations, 
but on the whole there was an insufficient 
amount of new and original material to 
justify writing it up and presenting a sum- 
mary. The chairman, however, subse- 
quently prepared two different manu- 
scripts: “Comments on Requirements for 
Entrance into Accountancy Profession,” 
and ““The CPA Examination.”’ These have 
been sent to the committee members for 
their comments and suggestions. It is pos- 
sible that one (or both) of these manu- 
scripts will be published at a later date. 

Members of this committee have been 
invited to submit examination material as 
well as to participate in the grading of the 
uniform examination in New York. Sev- 
eral committeemen participated in each of 
these activities. 


COMMITTEE ON INTERNSHIP PROGRAMS 


This committee, under the chairman- 
ship of John Wheeler, started its work in 
January with a letter to all the committee 
members suggesting some possible proj- 
ects which could be carried out as a com- 
mittee or as individuals during the year. 
This letter requested each member to sug- 
gest the project in which he would be the 
most interested. It also solicited the sug- 
gestions of the committee members re- 
garding the activities of the committee. 

In response to this letter a number of 
suggestions were made and each of the 
members chose specific aspects of the 
problem in which they were particularly 
interested. These individual studies in- 
cluded: a study of the problems of operat- 
ing internship programs in urban univer- 
sities in contrast to the problems faced by 
non-urban universities; the problems faced 


n 

e 

y 

y- 

e 

d 

n 

n- 

e, 

ed 

0 

in- 

to 

th 

) 

on 

nd 

ial 

on 

ng 

on 

ive 

sry 

50 

ir- 

he 

he 

re- 

ay 

ite- 


226 


by schools on the semester basis in han- 
dling internship programs and their solu- 
tion; the granting of credit and grades for 
internship work; the problem of poorer 
students and internship programs; de- 
veloping internship programs in industrial 
organizations; and the work done and su- 
pervision of students in public accounting 
internship programs. 

These individual projects were virtually 
completed by the time of the first meeting 
in Columbus in May. At this meeting the 
results of these individual studies were 
discussed and it was decided to integrate 
them in a single report. The Committee 
also asked W. J. Vatter to attend the meet- 
ing to discuss the internship program of 
the Controller’s Institute. This discussion 
was helpful in viewing the future possi- 
bilities of internship programs in indus- 
trial accounting. 

A second meeting of the committee was 
held in Denver in September at which 
time the comprehensive report of the com- 
mittee was tentatively approved for pub- 
lication in the ACCOUNTING REVIEW early 
in 1952. 

One of the members of the committee, 
William B. Jencks, conducted a survey 
during the summer as to the operating 
features of internship programs in several 
dozen schools; and another member, 
David W. Thompson, published an article 
in the December, 1951, Journal of Ac- 
countancy entitled “How to Make an Ac- 
counting Internship Program Work Satis- 
factorily for Employer, Student, School.”’ 
Reprints of this article will be sent to sev- 
eral score schools and colleges in order to 
encourage them to start internship pro- 
grams. 


COMMITTEE ON GOVERN- 
MENTAL ACCOUNTING 
The Committee on Governmental Ac- 


counting, Fayette H. Elwell, Chairman, 
did not hold any meetings during the year. 
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It works in cooperation with the National 
Committee on Governmental Accounting 
of the International Municipal Finance 
Officers Association. During 1951 the 
work of our committee consisted of aiding 
the revision of a number of the publica- 
tions of the National Committee on 
Governmental Accounting. The new re- 
vised volume, Municipal Accounting and 
Auditing, was published in the fall of 1951. 


COMMITTEE ON AUDITING EDUCATION 


This new Association committee, under 
the chairmanship of Herbert E. Miller, 
met once in Denver. The committee has 
agreed that its objectives should be di- 
rected to studying the methods of teach- 
ing auditing en a university level and to 
the making of recommendations for im- 
provements in this area of instruction. As 
a first step in developing this objective, 
the committee has two questionnaires in 
mind, one to be sent to selected schools to 
find out what methods are presently em- 
ployed in the teaching of auditing courses 
and what ideas or suggestions these schools 
might have for improving these courses. 
The second questionnaire would be sent 
to a selected group of public accountants 
with questions designed to determine the 
deficiencies most evident in newly-hired 
college men and what, in their opinion, 
should be done by the schools in the teach- 
ing of auditing to help overcome these de- 
ficiencies. The results of these question- 
naires are to be communicated to the As- 
sociation members, together with the com- 
mittee’s recommendations for improve- 
ments that are deemed to be desirable as 
a consequence of the inquiries. 


COMMITTEE ON PREPARATION OF AN 
ACCOUNTING TEACHERS’ MANUAL 


This new committee, under the chair- 
manship of Leo Schloss, was created early 
in January, 1951 to study the feasibility 
and practicability of the Association pub- 
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lishing a manual or handbook which 
would be of aid to instructors in account- 
ing at the college and university level. The 
first meeting was held in February, 1951 
at which time the objectives and tentative 
outline were framed. Later in the year a 
questionnaire was sent to ninety members 
of the Association requesting their sug- 
gestions and comments. Some thirty mem- 
bers replied and nine members offered to 
collaborate on the project. The committee 
met again in Denver in September and in 
Washington in November to perfect the 
plans for the proposed manual. The com- 
mittee, with the aid of collaborators, is 
now engaged in preparing a preliminary 
complete manuscript. 


COMMITTEE ON NATIONAL 
INCOME ACCOUNTING 


This committee, under the chairman- 
ship of Eric Kohler, held two meetings 
during the year, with another one planned 
for January 1952. The committee is ac- 
tively exploring several facets of the over- 
all compilation of accounting data reflect- 
ing national income; some attention has 
been devoted also to problems involved 
in the preparation of a national balance 
sheet. The chairman, Eric Kohler, spoke 
on the work of the committee at the Den- 
ver Convention; his paper was published 
in the January, 1952, AccounTiING RE- 
view. Gilbert P. Maynard’s paper “‘Busi- 
ness Income and National Income: A Con- 
trast of Concepts’ is appearing in the 
April issue of the AccoUNTING REVIEW 
and another member of the committee, 
Paul Kircher, presented a paper on the 
subject at the 1951 meeting of the Mid- 
West Economic Association. Other com- 
mitteemen are engaged in research on 
various subphases of the problem. 


STANDARDS RATING COMMITTEE 


The Standards Rating Committee, Her- 
mann C. Miller, Chairman, has continued 
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to work on a five-year assignment which 
was begun in 1949. The Committee is at- 
tempting to develop acceptable curricu- 
lum and staff standards for accounting in- 
struction, both at the undergraduate and 
graduate level. An extensive report of the 
committee was published in the January, 
1951, number of the ACCOUNTING REVIEW. 
Copies of the report have been distributed 
to deans of collegiate schools of business, 
with requests for their comments. These 
comments were reviewed carefully by the 
committee at a meeting held in Denver in 
September. The committee is now en- 
gaged in revising the standards recom- 
mended in its earlier report. A paper on 
the subject of standards rating was pre- 
sented by Fayette Elwell at the annual 
convention in Denver. 


MEMBERSHIP COMMITTEE 


This large committee, under the chair- 
manship of Carson Cox, has had an active 
and successful year. Approximately 700 
new members were added to the roster of 
the Association; this represents a 12% net 
increase. The work of the committee is 
carried out through state chairmen. Spe- 
cial effort has been made to increase the 
number of teacher members while wel- 
coming the professional, governmental 
and industrial accountants who are inter- 
ested in joining the Association. The num- 
ber of regular members is now about 4,400. 

The committee chairman established a 
quota of new members for each state; dur- 
ing the year he reported several times as 
to the attainment or non-attainment of 
the budgeted number. This plan will be 
continued into 1952. The committee also 
expects to solicit actively new members 
from the ranks of recent graduates in 
accounting. This individual personal solici- 
tation should enable us to grow materially 
in strength and numbers during the com- 
ing year. 
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COMMITTEE ON COST CONCEPTS AND 
STANDARDS 

This committee, under the chairman- 
ship of Larry J. Benninger, held three 
meetings during the course of the year. 
The committee was originally created in 
1947 and a tentative series of reports 
by individual committeemen was pub- 
lished in 1948. Later committees expanded 
somewhat on this tentative group of re- 
ports, but no substantial additions were 
made. However, the 1951 group (newly 
constituted) has been busily engaged in 
filling in the gaps left by prior commit- 
tees. At its first meeting in Nashville (1) 
an agreement was reached on objectives; 
(2) an intensive discussion on definitions 
and terminology took place; and (3) as- 
signments were made. 

The second meeting of the Committee 
was held at St. Louis in May. At this 
meeting (1) an agreement on a tentative 
detailed outline was reached; (2) certain 
definitions were tentatively accepted; and 
(3) committee assignments were again 
made. 

At the Denver meeting of the Associa- 
tion two members of the Committee, Pro- 
fessors Ostlund and Benninger conducted 
a round table on problems in formulating 
a statement on cost concepts and stand- 
ards. This round table was helpful to the 
committee in that it pointed to certain 
weaknesses in its outline and its defini- 
tions. 

The third meeting of the committee 
took place at Kansas City, in November. 
At that meeting, it was agreed that: (1) 
The statement of the committee should 
include definitions and explanations of 
basic cost concepts employed in cost ac- 
countancy; (2) that various sections of 
the statement should be revised in the 
light of a presentation of these concepts; 
and (3) individual papers were reviewed 
and the final presentation of the com- 
mittee’s studies was planned. 


The committee’s integrated statement 
of cost concepts and standards should be 
ready for publication in the AccounTING 
REVIEW in the spring of 1952. It is hoped 
that this statement will bring to the 
profession some developments and ideas 
taking place in recent years and provide 
a basis for further study of the points indi- 
cated. 


COMMITTEE ON COOPERATION WITH 
CONTROLLERS INSTITUTE OF 
AMERICA 


This is another of the new committees 
created this year, but it has already suc- 
cessfully carried out several important 
assignments which auger well for its fu- 
ture. The chairman of the committee was 
William J. Vatter. 

The Controllers Institute has been 
interested for some years in at least three 
areas which relate to education; namely, 
(1) the sponsoring of a student internship 
program in executive accounting; (2) the 
development of a collegiate curriculum 
with emphasis on the training of young 
men for controllership positions in indus- 
trial and training concerns; and (3) the 
preparation of classroom material which 
will serve to enliven instruction in those 
courses that stress the controllership func- 
tion. Our committee has been active in 
both of the first two areas and has made 
some suggestions in regard to the third. 
The Controllers Institute has recently an- 
nounced an interesting C.I.C.T. Program, 
as it is called (College-Industry Coopera- 
tive Training). Our committee, along with 
the Committee on Internship Programs, 
aided materially in ironing out the details 
of this program; it (the program) is now 
ready for activation in those institutions 
desiring to participate. The local controls 
of the Institute will serve as the liaison 
agency in the larger communities. If con- 
ditions in our colleges and universities 
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this program will mean much to the cause 
of more effective education. In regard to 
the second area noted above, our com- 
mittee also rendered some timely advice on 
curriculum matters. The Controllers Com- 
mittee on Education had drawn up a cur- 
riculum which it felt would lead specifical- 
ly to sound training in that field of en- 
deavor; our committee was prompt in 
supplying the educator’s point of view. 
Because of the vigor and cogency of the 
constructive criticisms by our committee, 
the Controller’s group made many desir- 
able modifications and changes in its pro- 
posals. 


COMMITTEE ON COOPERATION WITH 
INSTITUTE OF INTERNAL AUDITORS 


This committee was activated in the 
spring of 1951, but it has had experiences 
similar to the preceding committee de- 
scribed above in that it has been active 
and alert to the potential need for coopera- 
tion between the Institute of Internal 
Auditors and our Association. Under the 
chairmanship of Bern C. Lemke, the com- 
mittee has undertaken the following. ac- 
tivities: (1) assisted in the preparation of 
a problem and case book on internal audit- 
ing now being written by the Committee 
on Education of the Institute; (2) prepared 
and sent out a comprehensive mail ques- 
tionnaire concerning the present status 
of the course in internal auditing now be- 
ing offered in some institutions; (3) initi- 
ated a study of the content of the internal 
auditing course, its place in the curricu- 
lum, etc.; (4) started the preparation of 
material for the Student Department of 
the Institute’s quarterly magazine; and, 
(5) suggested that arrangements be made 
for the attendance of students at program 
meetings of the Institute and also initi- 
ated a plan of having Institute members 
participate in classroom activities. Cur- 
riculum matters per se have not as yet 
been of much moment to this committee, 


but it is expected that they will become 
important as the months roll by. With our 
committee on the alert, however, we are in 
a position to express ourselves if the need 
arises. 


COMMITTEE ON SELECTION OF 
PERSONNEL 


This committee in the past has con- 
cerned itself principally with offering its 
cooperation to the American Institute of 
Accountants Testing Program. During the 
prior years it has aided in getting the tests 
used in more colleges and universities. 
More recently, however, the committee 
has been (1) checking on the general pat- 
tern of the examining program and policies 
with respect to fees, rules, and regulations 
regarding the reporting of grade results; 
and (2) offering suggestions as to techni- 
cal improvements of the examinations 
both as to difficulty and as to subject 
matter coverage. During the current year 
one of the major assignments (or under- 
takings) of the committee, under the 
chairmanship of Thomas M. Dickerson, is 
concerned with the attempt to find out 
specifically why several schools have be- 
come ‘‘anti’’ as well as antagonistic toward 
the entire Institute’s Testing Program 
especially as it relates to the comparison 
of scores obtained by students between 
schools; i.e., the extended arrays showing 
the “ranking” of schools which are pub- 
lished periodically by the Institute Test- 
ing Program. The publication of these 
“rankings” has provoked considerable op- 
position, even though the names of the 
schools are kept confidential. The commit- 
tee hopes to find ways and means of keep- 
ing this opposition at a minimum; it has 
undertaken to search out the points of 
noncomparability in the conditions sur- 
rounding the tests in the several score 
schools participating and will offer sug- 
gestions as how these points of dissimilar- 
ity may be reduced or eliminated. The 
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committee is also investigating the type 
of tests being given, especially those deal- 
ing with the two levels of achievement. 

The committee held two meetings dur- 
ing the year. In addition, a comprehensive 
questionnaire concerning the testing pro- 
gram was prepared and mailed to several 
hundred schools and colleges. The results 
of this survey will be published soon in 
the ACCOUNTING REVIEW. 

All of these committee activities have 
important educational implications. When 
added together they show that our Associ- 
ation is making progress in an area which 
is of interest to every teacher, namely, the 
testing of our students. 


COMMITTEE ON VISUAL AIDS 


This committee, under the chairman- 
ship of Robert Dinman, met once at Den- 
ver during 1951. This committee has shown 
a lot of enthusiasm for its work; the com- 
mitteemen, like other members of the 
Association, take pride in their willing- 
ness to share the results of their labor with 
other teachers. The accomplishments of 
the Visual Aids Committee during the 
year 1951 may be summarized as follows: 

(1) Articles on “Visual Aids Applica- 
tions to Accounting Instruction” have 
appeared during the past six months in 
the AccouNTING REviEw. These were 
written by William E. Thomas and Robert 
Dinman. Additional articles for publica- 
tion are being planned currently. 

(2) Committee members have corre- 
sponded with individual instructors and 
schools in connection with inquiries re- 
garding visual aids usage. Several demon- 
strations have been presented before 
groups of accounting professors, including 
two round tables on visual aids presented 
at the Denver Convention of the Associa- 
tion. 

(3) A proposal has been made for the 
cataloging of visual aids equipment, ma- 
terials and methods as a joint project with 
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the Controllers Institute of America. This 
proposal has been reviewed by several 
members of the Executive Committee of 
the American Accounting Association and 
the membership of the Commitiee on 
Visual Aids, and will be submitted shortly 
to the managing director of the Control- 
lers Institute. 

The principal activities of the Commit- 
tee on Visual Aids for the year 1952 will 
be devoted to the cataloging of visual 
aids in cooperation with the Controllers 
Institute in the event the project is set 
in motion. This project would take ap- 
proximately one year for completion. In 
addition, committee members will con- 
tinue to write and give demonstrations 
regarding visual aids and applications to 
accounting instruction. The creation of 
further needed visual aids materials for 
use in accounting instruction is expected 
to follow successful conclusion of the 
cataloging project. 


COMMITTEE ON CONVENTION 
ARRANGEMENTS 


This committee, under the chairman- 
ship of Wayne Shroyer, was responsible 
for the handling of the annual convention 
in Denver. The local arrangements were 
planned and carried out in a most excel- 
lent manner; the hospitality was superb; 
and our hosts did everything possible to 
make the meeting a successful one. 


COMMITTEE ON BY-LAWS 


This committee, under the chairman- 
ship of Harvey Meyer, recommended to 
the Executive Committee in June that 
the by-laws of the Association be amended 
in several minor respects, and clarified 
in others. After being approved by the 
members of the Association at the Denver 
convention, the new by-laws were pub- 
lished in the January, 1952, AccoUNTING 
REVIEW. 
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COMMITTEE ON NOMINATIONS 


The committee on nominations, Herbert 
Taggart, Chairman, had the responsibility 
of nominating a slate of officers for the 
year 1952. The nominees named by the 
committee were all elected at the annual 
business meeting in September. At the 
instruction of the Executive Committee, 
the committee made its selection in time 
so that the nominee for President could, 
for the second year, be invited to attend 
the meeting of the Executive Committee 
in September; this is helpful in orienting 
him to the work of the Association. 


SOUTHERN REGIONAL GROUP 


The Southern Regional Group, Harold 
Heckman, Chairman, held its third an- 
nual meeting in May at the University 
of Georgia. A successful program was 
presented and the group plans to hold its 
fourth section meeting at the University 
of Alabama in the spring of 1952. 


PUBLICATIONS 


During the year another reprint was 
issued of the monograph: “An Introduc- 
tion to Corporate Accounting Standards,” 
by W. A. Paton and A. C. Littleton. 

The Director of Research, Ralph C. 
Jones, completed the compilation of the 
titles of accounting graduate theses ac- 
cepted by most of the major schools and 
colleges during the years 1941-50. This 
classified list was published in the July, 
1951, issue of the AccouNTING REVIEW. 
Future compilations will be presented on 
an annual basis. 

The Director of Research and the Exec- 
utive Committee are most anxious to 
have members submit manuscripts suit- 
able for consideration as Association mono- 
graphs. These may be written by faculty 
members, practitioners, or graduate stu- 
dents. 


Report of the 1951 President 


231 


An interim roster of members, contain- 
ing alphabetical and geographical listings, 
was published in January, 1952. 

The Secretary-Treasurer, Charles J. 
Gaa, prepared a new information pam- 
phlet (including recently amended by- 
laws) for the use of the Membership Com- 
mittee and others in disseminating infor- 
mation regarding the Association. 

In addition to the above items it might 
be noted that the officers and committee- 
men contributed during 1951 more than 
30 technical articles and reports for publi- 
cation in journals of national circulation. 
Many of these articles either touched upon 
or emphasized Association activities. 


Your retiring president considers it a 
signal honor to have had the opportunity 
of serving the Association for the past year. 
He would like also to express his personal 
appreciation and sincere thanks for the 
the 100% cooperation which he received 
from the Secretary-Treasurer, Charles 
Gaa, the eight members of the Executive 
Committee, and our many other commit- 
teemen. They have been uniformly help- 
ful, and our Association owes them a debt 
of gratitude for the numberless hours of 
thought which they have devoted to your 
problems. Your retiring president would 
be remiss, also, if he did not mention the 
many courtesies extended to him by liter- 
ally hundreds of our members in his official 
travel for the Association in the past eight- 
een months. These trips have carried him 
over 30,000 miles and into 40 states. He 
is grateful for the opportunity afforded 
him this year as your president to see at 
firsthand the many evidences of progress 
in the art of teaching accounting in over 
50 institutions in all parts of the country. 
Accounting instruction is on the march, 
and the signs portend even greater de- 
velopments in the future which lies ahead. 
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REPORT ON EXAMINATION 


OF RECORDS 


For the year ended Dec. 31, 1951 


February 4, 1952 
Executive Committee 
American Accounting Association 
Urbana, Illinois 


Gentlemen: 


We have examined the balance sheet 
of the American Accounting Association 
as of December 31, 1951 and the related 
statements of income and expense and of 
changes in net worth for the General Fund 
and the Life Membership Fund for the 
year then ended. Our examination was 
made in accordance with generally ac- 
cepted auditing standards and accordingly 
included such tests of the accounting 
records and such other auditing proce- 
dures as we considered necessary in the 
circumstances. 

We found that your records have been 
kept very conservatively. Inventories of 


Association publications have not been 
set up on the books, but all costs have 
been consistently charged to operations 
in the year of printing. Fixed assets also 
have been charged to expense when ac- 
quired. 

In our opinion, the accompanying bal- 
ance sheet and statements of income and 
expense and of changes in net worth 
present fairly (and conservatively) the 
financial position of the American Ac- 
counting Association at December 31, 
1951, and the results of its operations for 
the year then ended, in conformity with 
generally accepted accounting principles 
(except as indicated in the preceding para- 
graph) applied on a basis consistent with 
that of the preceding year. 

Respectfully submitted, 
FILBEY & FILBEY 
Certified Public Accountants 
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AMERICAN ACCOUNTING ASSOCIATION 
Exhibit A.—Consolidated Balance Sheet 
December 31, 1951 
4 General hi Combined 
Fund Fund Funds 
$ 7,969.22 $ 7,969.22 
U.S. Savings Bonds, Series F 
Receivables 
Less Allowance for Doubtful Accounts...................20000000- 34.00 22.90 56.90 
Prepaid Expenses 
Stationery, Postage, Office Supplies and Forms..................... $ 764.50 $ — $ 764.50 
Liabilities and Net Worth 
Accounts and Accrued Expenses Payable 
Deferred Credits to Income 
Due to General Fund........... $ 709.85 $ — 
Total Liabilities and Net Worth....... $23,339.50 $6,701.12 $29,330.77 
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AMERICAN ACCOUNTING ASSOCIATION 
GENERAL FunpD 
Exhibit B.—Statement of Income and Expense 
For the Year Ended December 31, 1951 


Income 
Single Issue Sales................ 642.72 
Expense 
Printing and Mailing Expense: 
ACCOUNTING REVIEW..... cl $15,852.14 
Reprints........ 405.31 
Membership Roster (Estimated) . 1,600.00 $17,857.45 
Travel and Meeting Expense: 
Executive Committee Meetings. . $ 2,347.56 
President’s Travel and Other Expense. a 588.31 
Other Officers’ Expenses........ 102.25 
Committees: 
Accounting Concepts and Standards... . 525.36 
Personnel Selection. ...... 369.42 
Cooperation with Controllers Institute. . Srareibreners 71.22 
Cooperation with Internal Auditors... . 317.53 
Cost Accounting Concepts and Standards... ... 1,257.45 
Auditing Education....... 6.75 
National Income Accounting....... 324.45 
Teachers’ Manual. 343.29 
Southern Group 50.00 
Standards Rating.... eee 96.52 
Membership. 294.13 
Internship Training. . 290.52 
Visual Aids. 20.75 7,005.51 
Convention Expense (net)... 291.91 
Changes in Net Worth 
Add: Adjustment for net income now credited to 1950 operations. .. Lassciees ge SGE96 
Net income, 1951...... 187 .39 649.35 


Balance December 31, 1951 


* See note on page 237. 


$13 , 967 .68 
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AMERICAN ACCOUNTING ASSOCIATION 
Lire MEMBERSHIP FuND 
Exhibit C.—Statement of Income and Expense 
For the Year Ended December 31, 1951 


Income 
Sale of Paton and Littleton $ 1,742.88 
Sale of C.P.A. Booklet.......... ” 195.79 
Life Membership Contributions. ote 200.00 
Interest Income........ oe 214.08 $ 2,538.25 
Expense* 
Printing Paton and Littleton Monograph.............. $ 865.10 
Storage and Mailing—Paton and Littleton Monograph. 209.84 
Printing and Mailing Index...................... 4,329.45 
Printing and Mailing C.P.A. Booklet.......... : 3,177.28 
Office Supplies, Printing and Other Expense. . . eh 262.59 
Provision for Doubtful Accounts............. = 22.90 9,115.96 
Changes in Net Worth 


Add: Adjustment for expense reduction carried back as credit to 1950 operations... . 22.90 $12,460.98 
Deduct: Net Loss for 1951...... 


Balance December 31, 1951.... 
* Office salaries, supplies, printing, and other expenses applicable to the office of the Association, together with 


the audit fee, were ‘apportioned between the General Fund and the Membership Fund on the basis of the approxi- 
mate ratio of the income of each fund to the total income of both funds. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epiror’s Note: Many of the experienced teachers, as well as some of the new ones, have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic, 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr.y 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


IS ACCOUNTING THEORY DEFUNCT? 


GEORGE A. GUSTAFSON 
Emory University 


Webster defines “theory” as follows: 
contemplation; speculation; analysis of a 
set of facts in their ideal relations to one 
another; the general or abstract principles 
of any body of facts; pure, as distinguished 
from applied science or art; scientifically 
acceptable general principle offered to 
explain phenomena; a hypothesis; a guess; 
a body of theorems presenting a clear, 
rounded, and systematic view of a subject. 

In this paper, the refinement of theory 
from the “proprietary” or the ‘“‘manageri- 
al” point of view is not under discussion, 
not that it is insignificant, but for pur- 
poses of this brief exposition it was felt 
that no undue amount of error would re- 
sult if both views were accepted as rational 
in light of circumstances pertaining and, 
in so doing, emphasis could then be placed 
on other ‘‘areas.’’ Also this paper abstracts 
from legal limitations for the same reason. 

Without doubt, the accountant’s main 
tack consists of the periodic determination 
of the revenue, costs, income, and financial 
status of the business enterprise. In this 
connection, accounting has been defined 
as the art of recording, classifying, sum- 
marizing, and interpreting. However, ac- 
counting might also be thought of as 
consisting of a body of doctrines, conven- 
tions, and standards which underly the 
technical double-entry system as well as 
the valuation of assets. 

Specifically, accounting is primarily a 
process of valuation. The techniques used, 


of which there are many, have as their 
objective the tracing of values into and 
out of the business enterprise. Paton very 
effectively stated, in 1922, the following 
as the significant réle of accounting: 


“Accounting, by making price data available in 
a systematic and intelligible manner, is perhaps 
the principal instrument by which directors of 
business are enabled to conduct their affairs ra- 
tionally. Accounting is a means by which the 
complex data of the market, as they attach to the 
particular business, are translated into effective 
managerial criteria. It is the function of accounting 
to record values, classify values, and to organize 
and present value data in such a fashion that the 
owners and their representatives may utilize wisely 
the capital at iheir disposal.... The data of 
prices, particularly price trends, are undoubtedly 
of great immediate importance in controlling 
business policies.... It is especially as the 
manifold influences of the economic situation 
come to a focus in value figures that managerial 
judgements are passed. ... If the tendencies of 
the economic progress as evidenced . . . are to be 
reflected rationally in the decisions of business 
managers, efficient machinery for the recording 
and interpreting of such statistics must be avail- 
able; and a sound accounting scheme represents an 
essential part of such a mechanism.” 


Paton also emphasizes the complica- 
tions that arise in accounting due to price 
fluctuations as well as how many a tax- 
payer, under such circumstances, has felt 
the injustice of being obliged to pay large 
sums in income and profits taxes from his 

1 William A. Paton, Accounting Theory, Ronald 


Press Company, New York, 1922, pp. 7-8. (Italics 
supplied.) 
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apparent net earnings.” 

In the main, our accounting concepts 
are basically valuation concepts with the 
use of devices (techniques) which will 
show as nearly as possible the actual eco- 
nomic situation in each case. Clearly, then, 
accountants have a responsibility to man- 
agement, the investor, the consumer, and 
the general public. 

It is the contention of the writer that a 
reformulation of accounting theory is 
needed. The following paragraphs will 
attempt to restate the fundamental ac- 
counting equations as a first approxima- 
tion to the problem of reformulation. 


GENERAL OBSERVATIONS 


The so-called basic doctrines in account- 
ing of consistency, conservation, material- 
ity, and full disclosure have been over- 
emphasized in the past as well as in the 
present. Practitioners view these doc- 
trines as the sine gua non of accounting. 
Probably, the academic field is also guilty 
of the same charge. Perhaps it is not the 
doctrines that should be questioned, but 
instead their application to the basic prob- 
lem of the accountant—valuation. In 
other words, theory, at least the text- 
book variety, and practice are at last 
running “neck-to-neck.” This accusation 
isundoubtedly not the whole truth but one 
is not aware of any marked differences if 
the many similar text books in the field 
serve as the shibboleth for passing judg- 
ment. This is not necessarily the place for 
a critical examination of the text books 
in the field, but I cannot resist repeating 
what one of my students said: “Text 
books appear to be just so much technique, 
that is, emphasis on the how with no em- 
phasis on the why—or scarcely little. If 
theory is supposed to be ‘rationalized 
teality’ why is it that the text books main- 
ly stress how to put the figures in the right 
slot on the paper without any discussion 
of why that slot was chosen? Why is it 


Ibid., p. 427. 
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that the text books are deficient in the 
philosophy of accounting?” Of course, as 
you read the above statements, you prob- 
ably remarked immediately that the stu- 
dent must have been a beginner! In any 
event, such statements might very well 
indicate that perhaps we need to reexam- 
ine our thinking along the lines of rational- 
ization, or what is probably better to 
revive some old discarded theories that 
may have possessed a grain of common 
sense. 

The accounting conventions of “‘con- 
tinuity” and “entity” appear to be well- 
grounded and are not necessarily objec- 
tionable. Likewise, with respect to the 
basic task of matching revenues and costs 
the profession has made great strides. 
However, the matching process is not the 
complete story, particularly if we match 
only the “kinds” of revenue with the 
“kinds” of costs with little or no attention 
to proper valuation of the assets remaining 
and those leaving the business entity dur- 
ing the arbitrary period selected for the 
determination of the net income figure. 

Suggestions have been made for correct- 
ing the discrepancy that may result from 
the use of historical cost as the criterion 
of valuation. Among the many suggestions, 
the three that appear to receive the most 
attention are as follows: (1) lifo method 
of inventory valuation; (2) quasi-reorgan- 
ization, or revaluation of fixed assets; and 
(3) conversion of conventional accounting 
data to reflect movement of the price 
level. It is the opinion of the writer that 
the first two are incomplete in that they 
approach the problem only in a piecemeal 
fashion. More importantly, the lifo method 
of inventory may be questioned from the 
standpoint of the logical-flow-concept as 
well as on other grounds, whereas the sug- 
gested methods for revaluation of fixed 
assets may not correct for general price 
level movements but specific price level 
movements, which may not necessarily be 
in the same direction. Further, some sug- 
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gested methods of revaluation of fixed 
assets do not result in any correction of the 
net income figure for the conventional 
accounting period chosen. Piecemeal cor- 
rection does not solve the problem of valu- 
ation based on the prevailing general price 
level even though the items may be the 
most important resources owned by the 
business enterprise in the particular case. 
What about the other groups of assets and 
liabilities? Obviously, a complete solution 
would be more acceptable. 


CONVENTIONAL ACCOUNTING EQUATIONS 


The basic accounting equation is often 
stated as Assets equals Liabilities plus 
Capital (Net Worth). If we represent As- 
sets by A, Liabilities by LZ, and Capital 
(Net Worth) by C, we may write the 
equations as follows: 


(1) A=L+C. 


At any particular date chosen, evidently 
we can determine the amount of Assets 
and Liabilities by inventory or other 
methods from which we may derive the 
amount of capital at the same date by 
substitution in equation (1). By using 
equation (1) as of two different dates dur- 
ing the life of the enterprise (the house- 
hold could also be construed as an enter- 
prise for theoretical purposes), apparently, 
the results of operations (i.e. net income) 
will be indicated by the change shown in 
the Capital. Therefore, it is possible to 
write the equation as 


(2) AA=AL+AC or dA=dL+dC 


where symbol “A” or “d” signifies a 
change (plus or minus). This is not ab- 
solutely correct for consideration must 
also be given to the “‘investment-series” 
as well as the “outlay-revenue series’’ to 
borrow from Kenneth E. Boulding’s termi- 
nology.* That is, should the proprietors— 

* Kenneth E. Boulding, Economic Analysis, Revised 
Edition, Harper & Brothers Publishers, New York, 


1948, Chapters 35, 36, and 37. To summarize briefly, 
Kenneth E. Boulding in his discussion of a “dynamic” 
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owners as distinguished from outside in- 
vestors—invest additional funds or other 
assets in the business, then modification 
of the results of the equation is necessary, 
Likewise, if the proprietor withdraws 
cash or other assets, whatever it might 
be called, or what is the same thing, if 
capital is returned to the proprietors, 
modification of the results is also neces- 
sary. Apparently, any increase or decrease 
in the variable Liabilities (outside equity) 
will not have any effect upon C with the 
possible exception of the retirement of 
indebtedness for an amount less or greater 
than the original indebtedness, the dis- 
cussion of which need not detain us at this 
time. 

Equation (1) is fundamentally the 
double-entry system of bookkeeping, i.e., 
proper handling of business transactions 
according to this equation should enable 
us to determine the financial condition of 
the business as of any specific date. Much 
of the controversy over certain items, 
including classification differences, is 
quickly resolved if strict adherence to 
this equation is maintained. For example, 
long-term debt issued at a premium or 
discount would obviously cause no diffi- 
culty (except possibly to the legalistically 
minded individual) for the amount paid 
in by the “outside” investor would be 
handled as a liability except for separation 
of the par amount and the amount of 
premium or discount which would be 
treated exponentially, i.e., reduced during 
the life of the indebtedness in accordance 
with the differences resulting from the 
application of the contractual rate of 
interest of the indebtedness and the effec- 
tive rate of interest in each individual 
case. In the case of a discount or premium 
on amounts paid in by owners, or any 
transaction involving the capital section 
directly, proper treatment would be to 


theory of the firm indicates that outlays and inpayments 
may grow exponentially. See Appendix for the con- 
tinuation of this footnote. 
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handle the amounts as paid-in capital; 
segregation of the premium or discount 
would be desirable, but apparently amor- 
tization would be useless effort if not 
downright objectionable. To be sure, 
equation (1) divides the investment-series 
into two distinct classifications thus dis- 
tinguishing between ‘‘outsiders’ equity” 
and ‘owners’ equity’ which may be ob- 
jected to if one adheres strictly to the 
managerial approach. However, it is used 
here for simplicity of exposition. 

Equation (2) may be written as dA—dL 
=dC for the arbitrarily selected account- 
ing period where dA represents an increase 
or decrease in total assets, dL represents 
an increase or decrease in total liabilities, 
and dC represents an increase or decrease 
in total capital. This is essentially the 
formula followed in the preparation of the 
statement of funds—statement of sources 
and application of funds—if we segregate 
long-term debts from current liabilities 
and treat the long-term debts as similar 
to ownership equity and make other ad- 
justments. Proper adjustment of dC for the 
assets invested (deduct) and withdrawn 
(add back) by the proprietor during the 
period in question apparently will enable 
management to determine the net income 
from the use of all funds—both ownership 
equity and outside equity—even though 
the net income figure may be included only 
as a part of the capital (net worth) section 
of the equation. 


Equation (1) and (2) are sometimes 
written as 


(3) A=L+C+R-E 


where A, L, and C represent the items 
referred to in equation (1) and R and E 
represent revenues and expenses respec- 
tively with proper segregation of revenue 
and capital expenditures being carefully 
maintained. The writer does not believe 
that this equation is particularly useful un- 
less one, in the process of determining the 
inancial position and the results of opera- 


tions, remembers not to include the in- 
crease in C twice. For example, if we repre- 
sented V as the valuation of the assets at 
the end of a prior year and V’ as the valua- 
tion of the assets at the end of the account- 
ing period in question, evidently we would 
be double counting if we wrote the equa- 
tion as: Profits=(V’—V)+(R—E£). Ob- 
viously, if we restricted this equation to 
the assets other than cash and included in 
expenses outlays for capital expenditures 
(e.g. cash basis of accounting), we may ap- 
ply such an equation in the determination 
of the net income element. A variant of 
this equation will be used later in this 
paper when the price level is considered. 

In accordance with the explanation for 
the handling of the above equation 
dA—dL=dC, we may rewrite equation 
(3) as 


(4) dA—dL=T+R-E 


where T represents changes in capital at 
the beginning of the year for assets in- 
vested and withdrawn (including dividends 
if the corporate form of business organiza- 
tion is considered). 

Further, segregation of revenues and 
expenses in a separate equation to reflect 
net income, say P, might be written as 
follows: 


(5) R-E=P. 


By equating equations (4) and (5) we 
may write 


(6) dA—dL=T+P. 


Apparently, if no transfers of funds (i.e., 
inpayments or outpayments) between 
owners and the business entity take place, 
equation (6) may be written as 


(7) dA—dL=P. 


The above equations are only a few of 
the many that may be set up to reflect an 
accounting of business transactions. For 
example, by choosing separate symbols 
for cash, marketable securities, receivables, 
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inventories, prepayments, land, building, 
machinery and equipment, organization 
costs, accounts payable, notes payable, 
taxes payable, etc., we may express these 
variables algebraically as above. Evident- 
ly, any equations formed would be varia- 
tions of those described above. These 
equations, which are based on historical 
costs, presuppose a stable measuring unit 
—the dollar in the United States. How- 
ever, should the general price level indicate 
that the measuring unit is changing it is 
necessary to adjust the equations.‘ 


ADJUSTMENT FACTOR 


As indicated above, assets may change 
as the result of profits reinvested in the 
business or losses incurred. Also additions 
or new investments (inpayments), or with- 
drawals (outpayments) may be made by 
the investors. A further source of changes 
in assets is the fluctuations in the general 
price level, a consideration quite apart 
from specific price movements. The causes 
of general price level movements are 
receiving much attention lately. Un- 
doubtedly, the major reasons for drastic 
price level movements are the interaction of 
the pressures of excess purchasing power, 
monetary tinkering, shortages, technologi- 
cal changes, population changes, as well as 
psychological elements which themselves 
result from various policies and practices. 
Minor fluctuations would not be disturb- 
ing to the economic system, but certainly 
a major movement in either direction is a 
symptom of danger. It js not the intention 
of the writer to enter into a full discussion 
of the evaluation of major general price 
level movements. However, in passing it 
may be noted that it hardly seems that 
the answer to economic progress is a rapid- 
ly rising price level; i.e., economic growth 
and a rising price level are not necessarily 
the same thing! 

Major general price level movements 


4 See Note 3. 
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have received attention by economists in 
computing national income data, and also 
therein labor unions have been actively 
interested. Adjustment of the accounting 
data to reflect changes in the measuring 
unit has been piecemeal and the profession 
has been steadfast in its support of histori- 
cal cost, partly due to (1) inertia, (2) lack 
of a proper measurement of price level 
movements, and (3) lack of objectivity. 
The lack of objectivity appears to be 
mainly an excuse, probably it should be 
said that accountants feel that is is not 
“convenient” and “expedient.” However, 
there is something to be said for the lack of 
a proper index of general price level move- 
ments. More study in this area is needed 
and it is hoped that in the near future 
a relatively reliable measurement will 
emerge. 

Recognition of major general price level 
movements in accounting would change 
the fundamental accounting equations as 
given above. What is needed to properly 
adjust the data is an adjustment-factor. 
A “convenient” as well as an “expedient” 
adjustment-factor would be p:)/p: or 
pn/p:, Where p, is the general price level 
index number at the end of the selected 


accounting period and #, is the general | 


price level index number at any previous 
date which is determined by the date of 
the transaction. Although several writers 
have expressed preference for specific price 


index numbers, i.e., index numbers that | 


are prepared for special classes of struc- | 


tures, commodities, services, rights, etc, 
the writer firmly believes that general price 
movements are most significant—general 


price movements express fluctuations in f 
the purchasing power of the dollar. The | 


accountants have done a superb job with 
respect to following the specific physical 
and intangible assets into and out of the 
outlay-revenue series and into and out of 


the investment-series but the same cannot | 
be said for the accountants’ valuation of © 
these items. It may very well be that in § 
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the valuation process individual price 
movements, particularly from the man- 
agerial point of view, have some signifi- 
cance to the individual business, but it can- 
not be denied that it is the movement in 
the general level of prices that concerns us 
here, since our task is to reflect the changes 
in the value of money and not other pecul- 
jar conditions which affect each particu- 
lar commodity. Therefore, it is contended 
that the maintenance of true economic 
capital, even with respect to an individual 
business, is as much the concern of man- 
agement as preservation of physical capital 
and this incidentally is the crux of the 
matter. 

It will also be noted that the general 
price level index number at the end of the 
year is used as the base for computing the 
adjustment-factor. The reason for this is 
obvious; the prevailing price level is un- 
doubtedly the point of departure in the 
thinking of most persons—ex-post or ex- 
ante. Reports adjusted in terms of the 
current price level will be more under- 
standable for comparison purposes and 
certainly for future budgeting. Further- 
more, to adequately measure the signifi- 
cance of past historical accounting data 
both quantitatively and qualitatively, 
adjustment to the present prevailing price 
level is necessary. 


CONVERSION OF THE CONVENTIONAL 
ACCOUNTING EQUATIONS 


Evidently, the proper application of the 
adjustment-factor, Or 
will enable us to adjust historical account- 
ing data to the present prevailing general 
price level. To be sure, we need to know 
the historical accounting data. And as 
noted before, accountants have done a 
superb job in the compilation of physical 
quantities and the original costs applicable 
thereto even though some “rough spots” 
with respect to application of sound ac- 
counting principles are yet evident. Cer- 
tainly, no one doubts the validity of ad- 
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justing historical accounting data. Some 
contend that the two basic problems of 
proper technique and measurement are 
insurmountableand prevent theaccountant 
from applying the theory which was de- 
fined earlier as “rationalized reality.” 
However, the writer cannot believe that 
practice wants to lag behind theory when 
at one time it was “neck-to-neck.” As 
one person put it: “He didn’t think he 
could do it, so he did it.” Surely, this must 
have been the spirit of the “discoverers” 
of the world. For example, the standard 
cost system of cost accounting, particu- 
larly the dual system of recording is a case 
in point. No one doubts, at this stage of 
the game, the objectivity of such an ac- 
counting system if proper segregation of 
variances is made. Similarly, the dual sys- 
tem of recording is equally applicable to 
the adjustment for price level changes; 
variances from original cost in the “out- 
lay-revenue series” and the original in- 
vestment in the “investment-series” can 
be easily segregated and reported sepa- 
rately. 

Granting that we are able objectively to 
reflect the adjustments, we may then 
proceed to indicate the changes in the 
conventional fundamental accounting 
equations as described above. The equa- 
tions may be rewritten as follows: 


pe De 


(2) 

(3) Omitted 

(4) 

pr pe 

Pa 
t 

(6) dA—dL=T+P4F 

(7) dA—dL=P+P. 


(5) Rx =P 


Presumably, the new set of equations 
is derived from the conventional equa- 
tions by multiplying the assets by the 
adjustment-factor. Lest we are criticized 
for being too presumptuous, it may be 


J 
| 
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well to clarify the issues involved. A dis- 
tinction should be made between cash 
and near cash items and “other’’ assets. 
Also some contend that the original owner- 
ship equity should be adjusted from the 
date of investment to the “cut-off”? date 
without any adjustment for liabilities, 
especially current liabilities. 

The adjustment of the ownership-equity 
is advocated by some because it will en- 
able management to determine the extent 
to which the original capital invested is 
not being maintained when rapidly rising 
price level movements take place. Such 
treatment will enable management to com- 
pare F with P. Apparently, the difference 
between them will represent the amount 
of capital-declination or perhaps capital- 
appreciation. This would appear to be a 
modification of equation (1). 

The distinction between cash items and 
non-cash items is fundamental, for cash 
items would appear to be already adjusted 
to the present purchasing power level, 
ie., each dollar is, at any particular date, 
exchangeable for a dollar’s worth of some- 
thing else or each dollar of rights payable 
in the dollar of the then existing dollar 
exchange. The fact that the purchasing 
power of previously acquired dollars— 
whether by reinvested earnings, issuance 
of securities, or otherwise, whether ex- 
pended or not—fluctuates with movements 
in the general price level must be recog- 
nized. A simple example will illustrate the 
point in question. Assume that at the be- 
ginning of 1950 when the general price 
level was say 100% (base year), Mr. John 
Woe invested $100 cash. Assume, further, 
that non-depreciable assets—real (non- 
cash)—were purchased for $50 cash at 
the beginning of the year and sold on July 
1 for $100 cash when the general price 
level stood at 150% of 1950. If Mr. Woe 
closed his books on December 31 of the 
same year when the price level stood at 
200, what would be his net income for the 
year and the capital as of December 31? 


Conventional Methodology 


Date Solution by Equation 
(1) Jan. 1, 1950 A=L+C; $100=$100 
(1) Dec. 31, 1950 ditto; $150=$150 
(2) Jan. 1 to Dec. 31 dA =dL+dC; $50=$50 
(4) Jan. 1 to Dec. 31 dA—dL=T+R-—E; 

$50=$100—50 

(5) Jan. 1 to Dec. 31 R—E=P; $100—50=$50 
(6) Jan. 1 to Dec. 31 dA—dL=T+P; $50=$50 
(7) Jan. 1 to Dec. 31 dA—dL=P; $50=$50 


Conversion of Conventional Accounting Data 
Date Solution by Equation 


(1) Jan. 1, 1950 A.+A, 
pe pt 


where F is the variation in Capi- 
tal resulting from price level 
changes and profits. Additions 
and withdrawals would be 
treated as direct adjustments of 


C(Pn/ pt) 
200 200 
$100 


$200 = $200 


(2) Dec. 31, 1950 Using the same equation given 
above, we apparently should 
consider cash of $150 as the 
dollar equivalent now December 
31, 1950, when the price level is 
200, i.e., the adjustment factoris 
200/200. Therefore, we write 


200 200 
$150 007 Too F 
$150=$200+ F 
Solving for F we get 
F=$150—$200 
F=—$50 


Note: In this case, apparently the 
Capital has not been maintained 
by $50. The reasons may be 
either an operating loss and/or 
price level changes. See below 


for the explanation. 


Pn Pn 


(4) Jan. 1 to Dec. 31 dA ee 
t t 


200 200 


—$50=$100 ——$50 


150. 100 


Solving for F we get 
F=—$50—$133}+$100 
F=—$834 


(5) Jan. 1 to Dec. 31 R—— 


200 200 
100 —-~—$50 —=P 


$133} —$100 = $33} 


(6) Jan. 


(7) Jan. 
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dA—dL=T+PiF 
$50 = $334 — $83} 
—$50= —$50 


(6) Jan. 1 to Dec. 31 


(7) Jan. 1 to Dec. 31 dA—dL=P+F 
— $50 = $33} — $83} 
—$50= —$50 


In the above solution F may be com- 
pared with P to determine the amount 
of change due to price level changes and 
that due to profits. Evidently, — $833 was 
due to price changes and $334 was due to 
profits the algebraic sum of which is 
—$50. 

The proof of this may be described 
somewhat as follows: 


Unrealized Cash Loss of 1/1 


investment still on hand at 200— 100 
50X — = $50 
Unrealized Cash Loss of cash 
acquired at 7/1 and still on 200—1 
15 
Total Unrealized Cash Loss.............. $834 
Total Unrealized Cash Loss as above......... $83} 
Less Profit per Equation (5)................. 334 
$50 


The above example is easily adapted 
to the more typical case where non-cash 
assets are included in the assets at the 
end of the fiscal period selected for deter- 
mination of the net income and financial 
position. 


CONCLUSION 


The foregoing discussion is only a first 
approximation to the problem of reflecting 
the movements in the general price level 
in the records of a business venture. An 
attempt has been made to explain “why” 
the changes may be significant as well as 
“how” they might be reflected in the ac- 
counts. Before closing, I would like to 
emphasize that the omission of such rele- 
vant information from the records of a 
business may result in gross negligence to 
say nothing about the unreliability of ra- 
tios, trends, and common-size statements 
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so commonly used by security analysts as 
well as accountants in interpreting the 
financial condition and the results of oper- 
ations. 


APPENDIX 


To summarize briefly, Kenneth E. Boulding in 
his discussion of a “dynamic” theory of the firm 
under the assumption of maximization of profits 
and eventually diminishing rate of revenue growth 
and a stable price level during an investment pe- 
riod of some known length (or expected length) 
shows that in the “‘outlay-revenue” series (cost- 
revenue series) the outlays may grow exponen- 
tially, ie., C(1+7)", where C represents outlays. 
In other words, cash is not considered herein ex- 
cept from the standpoint of inpayments in the in- 
vestment-series. 

For our purposes here, we might consider the 
“*A”’ in equation (1) as growing exponentially, i.e., 
A(1+i)", which of course is not the whole 
truth—see page 243 for the breakdown of as- 
sets into A,, for cash items, and 4A,, for real 
(capital and other non-cash) assets. Thus, we 
might say that all assets grow exponentially. In- 
cidentally, this might not be too presumptuous, 
for a case may be made for the entrepreneur earn- 
ing on all assets. The ‘‘i” may be considered as the 
rate of interest in alternative investments or more 
precisely as the rate of interest as expressed by 
any production process itself that is being consid- 
ered if we determine the exponential rate that will 
just exactly allocate the total profit (or, as some 
say, “interest’’”). Apparently, this represents the 
“normal rate of profit.” This, of course, is the 
familiar theory of revenue recognition during the 
period of production without regard for actual 
sale of the output (product) of which the produc- 
tion method (e.g., the percentage of completion 
method) as sometimes used in practice is a vari- 
ant. To the extent that A’s growth in revenue- 
terms is larger than A’s growth in outlay-terms 
(cost-growth), then, apparently something by 
way of excess earning power is indicated which it 
may be argued represents payment for idle cash 
balances, etc. In fact, one argument might be— 
one which may in practice be overlooked if we 
consider the excess profits tax—that the revenue 
growth less the cost-growth does not represent 
“excess-increments” but the internal rate of 
growth as reflected in the process. That is, the 
revenue growth is the “normal rate of profit’’ 
(revenue growth over original outlays) for that 
particular “cost-series” irrespective of whether 
implicit or explicit “economic rent” is involved 
and irrespective of whether there exists an alter- 
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native choice for determining the length of the 
production or even the investment period or a 
fixed production period. 

Regardless of what one’s interpretation may 
be, the important thing for our discussion is that 
over time the entrepreneur may consider the costs 
as growing exponentially or perhaps decreasing if 
we consider the unfortunate choice of processes 
and treat such reductions as negative profits. Un- 
fortunately, the dollar is not a stable quantum 
and to consider incremental increases as reflected 
by the revenue growth without adjustment of the 
cost-growth—which is what the present tax codes 
actually compel the taxpayer to do—may be 
downright misleading. More importantly, tax 
laws may be confiscatory if this important varia- 
ble is ignored. And, furthermore, management 
may not recognize that capital in the investment- 
series is not being maintained and pay out unreal- 
ized profits in form of dividends. This would be 
true whether one allocated profits (normal or to- 
tal profits) exponentially or linearly throughout 
the life of a particular process or business venture 
or whether, as the profession of accountancy ad- 
vocates, “cut-off” periods are arbitrarily selected. 

It is true that the investment-series may not 
merely include “owned-capital,”’ i.e., profits rein- 
vested or additional ownership equity invested as 
well as original invested capital, but also “‘out- 
side-equity,”’ in the form of bond liabilities, etc., 
which bear contractual rates of interest or im- 
plicit rates of interest. This, of course, compli- 
cates the interpretation of the general price level 
movements and upward movements may result in 
benefits accruing to the business entity and ulti- 
mately to the ownership equity providing the 
movement is not reversed. However, this possibil- 
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ity is not too important in the general case where 
contractual indebtedness is kept at a minimum. 
Even in the special case, existence of contractual 
indebtedness does not mean that the variability of 
the purchasing power of money should be ig. 
nored. On the contrary, it should encourage man. 
agement all the more to determine the effective. 
ness of indebtedness from the leverage standpoint 
—trading on the equity. In this aspect, invest- 
ment analysts should also be interested. Perhaps, 
then, we should modify the analysis by including 
an adjustment-factor and apply this adjustment- 
factor to the outlays (costs) before determining 
the “internal rate of growth” inherent (or other- 
wise) in the process or venture. The growth in 
costs resulting from the application of the adjust- 
ment-factor may be thought of as “capital-appre- 
ciation” as opposed to “‘capital-gain,”’ necessary 
to maintain the capital in its present employ- 
ment; the converse would be capital-declination 
as opposed to capital-loss. The determination of 
this adjustment-factor could be made from em- 
pirical observations regarding the movements of 
the general price level, the measurement of which 
is still in need of refinement. The application of an 
adjustment-factor would automatically prepare 
the way in arriving at an exponentially deter- 
minable rate of interest on the capital-invest- 
ment-series, which might be represented by 
P(1+i)"= V, where P represents inpayments and 
V the value of the investment. The rate of inter- 
est so computed could then be compared with the 
cost-revenue series’ rate of profit which might be 
computed from the equation C(1+7)" or A(1+i)". 


This comparison would evidently indicate the dif- ‘ 


ferential (if any) between the rate of profit and 
the rate of interest in the two mentioned series. 


ACCOUNTING FOR VARIATION IN GROSS PROFIT 


G. G. FULLERTON 
University of Colorado 


The statement accounting for variation 
in net profit is usually one of the rough 
spots encountered in intermediate ac- 
counting, and the particular difficulty lies 
in the analysis of the factors causing the 
change in gross profit. 

The writer is aware of the many varia- 
tions of analyzing sales, cost of sales and 
operating expense in an attempt to ex- 


plain the variations in gross and net profit. 
It is not the purpose here to decry any 
of the advocated procedures, but rather 
to try to add something to the technique 
of explaining the factors involved in the 
variation of gross profit. 

In the illustrations that follow, the use 
of data and procedures involving the num- 
ber of units sold, unit sales and cost prices, 
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is omitted, since the schedule accounting 
for variation in gross profit based upon 
such data seems simple enough. 

In many businesses, the items of mer- 
chandise dealt in are so numerous that the 
analysis must use averages for volume or 
cost or sales prices one period as compared 
with the other. The illustrations herein 
are based upon the following data: 
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while costs of sales have increased 


139,062 — 117,600 
117,600 


If instead of information concerning the 
increase in volume of business done, we 
have information to the effect only that 
average sale prices have increased 15%, 
then the sales figure of section II of the 


or 18.25%. 


1949 % 1950 % 
$140,000 100 $193 , 200 100 
Ee 98 ,000 70 139 ,062 71.98 
42 ,000 30 54,138 28.02 


If information is available to the effect 
that the volume of business in 1950 is, on 
the average, 20% greater than in 1949 
then the following table may be prepared: 


above table may be calculated by dividing 
1950 sales of $193,200 by 115%. The re- 
sultant $168,000 may then be multiplied 
by 70% to get the cost of sales. The vol- 


I I Ill 
1950 Business 
1949 % on a 1949 % 1950 % 

Price Basis 
Sales................ | (a) $140,000 100 (d) $168,000 100 (g) $193,200 100 
Cost of Sales......... | (b) 98,000 70 (e) 117,600 70 &h) 139,062 | 71.98 
Gross Profit......... (c) 42,000 30 (f) 50,400 30 (i) 54,138 28.02 

The dollar items in vertical section II ume increase then, is 
of th 
e above table are merely the result 168,000— 140,000 

of multiplying the items of section I by or 20%. 


120% to determine what the 1950 results 
would have been if there had been no 
change in prices. The increase in gross 
profit of (fc) or $8,400 then, is due to the 
20% increase in volume of business done. 
The remainder of the increase in gross 
profit of (i-f) or $3,738 is the result of 
variations in sales and cost prices. Further 
analysis shows that sale prices have in- 
creased 


193,200— 168,000 
168,000 


15%, 


or 


140,000 


Likewise, if we have information only 
that costs of sales are 18.25% greater in 
1950, then the cost of sales in section II 
may be determined by dividing $139,062 
by 118.25%. The resultant $117,600 may 
then be divided by 70% to compute the 
sales figure. 

Regardless of how we calculate the dol- 
lar data for section II, the table is the key 
to understanding the schedule of analysis 
of variation in gross profit which may be 
prepared as follows: 
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XYZ Company 
Schedule of Analysis of Variation in Gross Profit 
To Accompany Statement Accounting for Variation in Net Profit 
Year 1950 as Compared with Year 1949 


The increase in gross profit was caused by: 
1. An increase in volume of business: 


The 20% increase in business volume as measured by sales yields an hy 

2. A variation in sales and costs of sale prices: 

Increased sales due to a 15% increase in sales $ 25,200 

Increased cost of sales due to an 18.25% increase in costs of sale prices........... 21,462 
Net increase in gross profit due to variations in $ 3,738 


The above statement is readily under- 
stood and easily prepared if the simple 
table as illustrated, is first constructed, 
The dollar changes in the table from verti- 
cal section I to section II are volume 
changes, while those from section II to 
section III are price changes. 

In passing it may be worth while point- 
ing out that the rate of gross profit at 


which sales are made in one period as com- 
pared with another is not the factor, as 
some authors state or imply, that explains 
the change in gross profit aside from the 
volume of business done. It is clear by 
reference to the statement and table above 
that there can be an increase in gross 
profit accompanied by a decrease in the 
rate of gross profit. 


VISUAL AIDS ASSISTANCE AVAILABLE 


ROBERT DINMAN 
University of Southern California 
Chairman, Committee on Visual Aids American Accounting Association 


Members of the Committee on Visual 
Aids (American Accounting Association) 
are currently available to render assist- 
ance, upon request, to individual teachers 
of accounting. Members of this committee, 
organized for a period of approximately 
three years, have been active in experi- 
mentation with visual aids and their ap- 
plications to accounting instruction. High- 
ly effective use of visual aids has been made 
particularly in such courses of the account- 
ing curriculum as cost accounting, audit- 


ing, elementary and advanced accounting 
theory, accounting reports, the analysis 
of financial statements, and CPA problem 
review. 

Experience leaves little room for doubt 
as to the practicality and efficacy of such 
projective visual aids as the motion pic- 
ture, slide, film strip, and transparency 
in the teaching process. The carefully 
planned use of visual aids provides a 
potent, modern technique for driving 
home with brevity and clarity the objec- 
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tives of virtually all courses in accounting. 
The means and materials for so doing, to 
fair extent, have been developed currently 
by members of the Commitee on Visual 
Aids and others. These are described in a 
series of articles appearing in the ACCOUNT- 
inc REVIEW, commencing with the issue 
of July, 1951. 

Teachers of accounting are urged to call 
upon the membership of the Committee on 
Visual Aids for any assistance desired in 
connection with attempts to develop visual 
aids applications or in resolving problems 
encountered. Conversely, in order to en- 
large the pool of potential committee 
members and of available ideas on visual 
aids applications, it would be of value and 
much appreciated if others making use of 
visual aids in the teaching of accounting 
would communicate with the committee. 

The following members of the Visual 
Aids Committee are available currently 
to render such assistance: 


Visual Aids 

Specialization 
Professor Robert Dinman transparency pro- 
School of Commerce jection 
University of Southern California 
Los Angeles 7, California 
Professor William E. Thomas motion picture and 
435 D. Kinley Hall slide projection 


University of Illinois 

Urbana, Illinois 

Professor John W. Ruswinckel film strip, slide and 

Schoo] of Business and Public motion picture 
Service projection 

Michigan State College 

East Lansing, Michigan 


Professor Harry Lyle film strip, slide and 
College of Commerce and Admin- motion picture 
istration projection 
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The Ohio State University 
Columbus, Ohio 


Professor Richard E. Strahlem opaque projection 
University of New Mexico 
Albuquerque, New Mexico 


The Committee on Visual Aids has been 
engaged primarily in the attempt, to date, 
to publicize the potential of visual aids in 
teaching accounting through means of 
articles written for publication in the 
ACCOUNTING REvIEW and through the 
presentation of papers and demonstra- 
tions whenever suitable at local, regional, 
and national meetings held by teachers of 
accounting. 

Among other projects, presently under 
contemplation by the Committee, there 
are the following: 

1. Preparation of a visual aids catalog detail- 
ing equipment, materials, and methods; 
first, perhaps, for piecemeal publication in 
the AccounTinG but ultimately 
for publication in a more extensive, loose- 
leaf type form for convenient use and sup- 
plementation. 

2. Instigation of the preparation by such pro- 
fessional organizations as the Controllers 
Institute of America, the National Associa- 
tion of Cost Accountants, and trade asso- 
ciations of “packages”’ of slides, film strip, 
transparencies, and perhaps motion pic- 
tures for use in colleges and universities. 


It is hoped that these and other goals 
may be achieved in the not-too-distant 
future, and prove significantly useful to 
all who make use of visual aids for purposes 
of accounting instruction. 


ADMISSION OF THE NEW PARTNER 


FELIX KAUFMAN 
University of Rochester 


Analysis of problems involving the ad- 
mission of a new partner to a partnership 
puzzles introductory accounting students 
more than it ought to, considering the 
secondary significance of the topic and its 


inherent simplicity. Perhaps the difficulty 
derives from the fact that instructors fre- 
quently utilize various problem situations, 
each of which is solved in a slightly differ- 
ent way. Students conclude that a given 
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situation must be recognized at the outset 
and may experience maximum difficulty 
with the initial analysis. 

The technique described here empha- 
sizes a procedure which can be applied 
consistently to any situation described in 
elementary texts. By analyzing the impact 
of the partnership agreement on the bal- 
ance sheet through a step-by-step ap- 
proach, he should be able to decide what 
ought to be done to solve the problem. 

The steps to follow are described: 


(1) Under two columns labeled Assets and 
Equities, record the totals for these cate- 
gories prior to the admission of the new 
partner. 

(2) Give effect to the admission of the new 
partner by adding his asset contribution to 
Assets and the equity he receives to Equi- 
ties. Ignore for the moment any lack of 
balance generated by this step. 

(3) Determine the agreed upon value for total 

assets and total equities. Insert this figure 

so as to indicate that it must be reached 
before the problem is solved. 

From the figures arrived at in steps (2) and 

(3), the changes required to arrive at the 

amounts determined in (3) are not difficult 

to ascertain. 


(4 


These steps are illustrated in solving 
the following problems. The numbers 
used correspond to those identifying the 
aforementioned steps. 


Problem A: X and FY are partners in a business having 
assets worth $24,000. They share profits and losses 
equally. Z is to be admitted and is given a } interest. 
He invests $7,000 in cash and receives an $8,000 credit 
to his capital account. 


Solution by Steps 


Assets Equities 
(1) $24,000 $24,000 
Assets Equities 
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At the time this step is accomplished the student can 
set up an incomplete journal entry as follows: 


Assets Equities 
$24,000 $24,000 
7, 8,000 
$31,000 $32 ,000 
(3) $32,000 $32 ,000 
Assets Equities 
$24,000 $24,000 
,000 ,000 
$31,000 $32 ,000 

(4) $ 1,000 
$32 ,000 $32 ,000 


entry. 


1,000 


Problem B: Z contributes $7,000 and receives an equity 
of $9,000. Other conditions are the same as in 
Problem A. 


Assets Equities 
(1) $24,000 $24,000 
(2) 7,000 9,000 
$31,000 $33 ,000 
(4) $ 5,000 $ 3,000 
(3) $36,000 $36,000 
$7 ,000 
Goodwill. ...... 5,000 4 
$1,500 
9,000 


Problem C: Z contributes $8,000 in cash and receives 
an equity of $9,000. It is agreed that his cash invest- 
ment is equal to } of the value of the business. 


Assels Equities 
(1) $24,000 $24,000 
(2) 8,000 9,000 
$32 ,000 $33 ,000 
(4) 0 —$ 1,000 
(3) $32 ,000 


req 

hou 
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A 

At this point the student can complete the journal 

T 

yea 
to b 
be a 

T 
equi 

paid 

ren 

a. Ye 
b. Di 
a 

No. 

$24,000 $14,000 T 

2) 7,000 8,000 Cask... 

X,capital...... 500 ont 
$31,000 $32 ,000 Y, capital. ..... 500 


al 


uity 
in 


PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


can Institute of Accountants and were presented as the second half of the No- 
vember, 1951 C.P.A. Examination in accounting practice. The candidates were 
required to solve problems 1 and 2 and either problem 3 or problem 4 in four and a half. 
hours. The weights assigned were as follows: problem 1, 12} points; problem 2, 124 
points; problem 3 or problem 4, 25 points. 
A suggested time schedule is given below: 


T= FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 


Problem 1 25 minutes 
Problem 2 45 minutes 
Problem 3 100 minutes 
Problem 4 120 minutes 


No. 1 


As of January 1, 1942, Grant leased a building for 10 years to be used as a retail store. 
His agreement with the owner was as follows: 

The annual rent payment was to be based on gross sales. On sales up to $150,000 per 
year the rate was to be 3%. On any sales in excess of $150,000 per year the rate was 
to be 2%. 

However, during the first five years of the term of the lease, the annual rental was to 
be a minimum of $4,000 per year after which the minimum was to be increased by 123%. 

The lease further provided that if, in any one year, the rent based on sales did not 
equal the minimum annual rental, the minimum would be payable, but the amount 
paid solely as a result of such minimum could be applied in reduction of the next year’s 
rent to the extent that the next year’s rent exceeded the minimum for that year. 

Gross sales by years including 1951 were as follows: 


148 ,000 142,000 


a. You are to compute the amount of rent payable each year under the terms of the lease. 
b. Discuss the treatment in the financial statements of any amounts payable under the provision for payment of 
a minimum amount of rent. : 


No. 2 


The balance-sheet of the S Company on September 30, 1951 has the following items 
on the credit side of the statement: 


6% Cumulative preferred stock, $100 par value (entitled to $110 and accumulated dividends per 

share in voluntary liquidation and to $100 per share in involuntary liquidation). iatutnl— 

3,000 shares, issued—2,000 shares, in Treasury—150 shares................cccccccceccecce 185,000 
Common stock, $100 par value, authorized—10,000 shares, issued and outstanding—4,000shares.. 400,000 
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The company proposes to finance a plant expansion program by issuing an additional 
2,000 shares of common stock. Common stockholders of record October 1, 1951 were 
notified that they will be permitted to subscribe to the new issue at $150 per share up to 
50% of their holdings. The market value of the stock on October 1, 1951 was $172.50 
per share. The stock goes ex-rights in the market on October 3, 1951. 

John Doe owns 100 shares of the S Company common which he purchased in 1949 for 
$16,431.20. He does not want to exercise his rights but wishes to sell them. 


a. You are to compute the book value of a share of common stock as of September 30, 1951. Preferred dividends 
have been paid or set up as payable through September 30, 1951. 

b. You are to compute the theoretical value of John Doe’s rights as of October 1, 1951. 

c. You are to state the federal income tax rule as to stock rights and show the computation and treatment of the 


transaction if Doe sells his rights for $800. Indicate any further assumed facts on which your computation is 
based. 


No. 3 


The following balances appear on the books of Memorial Hospital as of January 1, 
1950: 


Debits Credits 
Cash on hand and in banks 


Accounts receivable—patients. .. 
Sundry accounts receivable 
Inventory of supplies 

Prepaid insurance 

Stocks and bonds.... 

Other investments. 


Buildings. . 

Allowance for loss on accounts So 7 10,385 
Other current liabilities........ 38,014 
Bonds payable—ist mortgage 5%.... 
Advance payments by patients............ fas oe 6,364 
Balance 4,291,766 


$4,675,756 $4,675,756 


From the following information and summary of the transactions for the year ended 
December 31, 1950, you are to prepare work sheets showing by appropriate funds all 
information needed for (a) a statement of income and expense for the year and (b) a 
balance-sheet for each fund as of December 31, 1950. Changes in surplus accounts or in 
fund balances should be shown in additional columns unless all such changes are clearly 
identified in the balance-sheet columns. 


(1) The stocks and bonds together with $112,808 of the cash belong to endowment funds, the income of which 
may be used for general purposes of the hospital. An additional $12,150 of cash belongs to specific expendable 
funds. Buildings and equipment are stated net of depreciation which has been charged to the current expenses 
of each year. There is no intention to provide a fund for replacement of assets, and as assets are replaced, 
payments are made out of general cash. The other investments belong to endowment funds for specific put- 
poses. The income from these funds may be used only for the designated purposes. 

(2) Cash income from endowment fund stocks and bonds amounted to $138,710. Income from other investments 

samounted to $11,765. 

(3) Cash donations received amounted to $41,305, all except $10,500 of which was for current use. The $10,500 
was expendable only for a designated purpose. 

(4) Services rendered pay patients amounted to $930,480 which was all recorded through accounts receivable— 
patients. 

(5) Cash collected from patients and prospective patients amounted to $925,428, of which $12,890 represented 
advance payments. 

(6) Cash of $1,375 was collected on sundry accounts receivable. 
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(7) The allowance for loss on accounts was increased by $10,000. Patients’ accounts totalling $6,302 are con- 
sidered to be uncollectible and were written off. 
(8) Depreciation on the buildings was $11,307. Depreciation on equipment was $18,541. 
(9) The following vouchers were approved: 
Storeroom supplies—$78,240; Insurance—$11,624; General operating expenses—$979,731; Maintenance— 
$7,448; Replacement of equipment—$11,432; Interest on bonds—$15,000; Retirement of bonds—$10,000. 
Other current liabilities were credited with $505,212 of these $1,113,475 of vouchers. 
0) The carrying value of equipment replaced was $2,710. 
1) Free services rendered during the year amounted to $108,000. 
2) Services rendered patients (see No. 4) were covered by advance payments amounting to $14,105. 
3) Cash disbursements were made of $502,701 in payment of other current liabilities and $610,043 in payment 
of accounts payable. Discounts taken on accounts payable amounted to $2,305. 
(14) Storeroom supplies of $72,578 were issued for general use and $1,073 of yng were sold to employees and 
charged to sundry accounts receivable. Insurance expired amounted to $10,445. 
(15) Cash expenditures from specific expendable funds were $5,875. 
(16) Cash receipts for the year included unexpendable cash contributions of $50,000, proceeds from sale of stocks 
and bonds of $502,164 and proceeds from sale of other investments of $52,125. 
(17) Cash disbursements not vouchered consisted of $507,892 for purchase of stocks and bonds and $48,100 of the 
proceeds from sale of other investments which was invested in bonds. 
(18) There was a loss of $7,354 sustained on the sale of stocks and bonds and a $9,978 loss sustained on the sale 
other investments. 


(1 
(1 
(1 
(1 


No. 4 


The Town Company is a manufacturer, producing two principal products known as 
XO and MO. Incidental to the production of these products, it produces a by-product 
known as Bypo. The company has three producing departments which it identifies as 
departments 101, 201 and 301. Raw materials A and B are started in process in depart- 
ment 101. Upon completion of processing in that department one-fifth of the material 
is by-product and is transferred directly to stock. One-third of the remaining output of 
department 101 goes to department 201 where it is made into XO and the other two- 
thirds goes to department 301 where it becomes MO. The processing of XO in depart- 
ment 201 results in a gain in weight of material transferred into the department of 50% 
due to the addition of water at the start of the processing. There is no gain or loss of 
weight in the other processes. 

The company considers the income from Bypo, after allowing five cents per pound for 
estimated selling and delivery costs, to be a reduction of the cost of the two principal 
products. The company assigns department 101 costs to the two principal products in 
proportion to their net sales value at point of separation, computed by deducting costs 
to be incurred in subsequent processes from the sales value of the products. 

The following information concerns the operations during April 1951: 


Inventories 
March 31 A pril 30 
Quantity Quantit 
(Pounds) “alue (Pounds) 
Finished stock—XO. . . 300 7,260 80 


Inventories in process are estimated to be one-half complete in departments 201 and 301, both at the first and 
last of the month. 


Costs 
Material Used Labor and Burden 


he material used in department 101 weighed 18,000 pounds. 
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Sales Prices 
XO—$29.50 per pound Ne 
MO— 17.50 per pound in the 
Bypo— __..50 per pound to 
Prices as of April 30th are unchanged from those in effect during the month. Mark 
You are to prepare the following statements covering the operations of the Town a> 
Company. Present all supporting computations in good form. Mi 
a. Statement showing costs and production by departments for the month of April. The company uses first-in, Tota: 
first-out to cost out production. | 
b. A schedule of inventory values for work in process and finished goods as of April 30. Alloc 
7 
Solution to Problem One My 
Rental based 
ental base oe Alloc 
“ Minimum Rent Carry-over Carry over 
Year on payable Carry-over lapsed 
1942 $2,880.00 $4,000.00 $4,000.00 $1,120.00 17 
1943 3,870.00 4,000.00 4,000.00 130.00 $1,120.00 
1944 4,440.00 4,000.00 4,310.00 $130.00 
1945 4,720.00 4,000.00 4,720.00 If 
1946 3,720.00 4,000.00 4,000.00 280.00 
1947 4,230.00 4,500.00 4,500.00 270.00 280.00 
1948 4,800.00 4,500.00 4,530.00 270.00 
1949 4,260.00 4,500.00 4,500.00 240.00 
1950 4,900.00 4,500.00 4,660.00 240.00 
1951 5,440.00 4,500.00 5,440.00 
(b) 


In any year in which the rental based upon a percentage of sales is less than the minimum rental the minimum 
rental is payable and the excess of the minimum over the percentage rental may be applied against percentage 
rental of the following year. This raises the question of the treatment of this excess or carry-over amount. If it were 
known with reasonable certainty that the carry-over amount would be used in the following year the amount should 
be carried forward as a prepaid expense. However, it is unlikely that the usefulness of the carry-over would be at 
all certain and, therefore, the best procedure would be to charge the entire amount of the minimum rental to the 
year in which the minimum rental was payable. 


Solution to Problem Two 


(a) 

The book value of the common stock is computed as follows: 

Less: 

(b) 

Doe will be entitled to subscribe for one new share for every two held or a total of 50 new shares. 


Theoretical market value of rights to buy one $ 15.00 


Doe will have rights to buy 50 new shares, therefore, the theoretical value of his rights is 50 $15.00 or. . 


252 
$750.00 
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(c) 


No gain or loss will be recognized on the receipt or exercise of rights to subscribe to stock provided the interests 
in the corporation remain unchanged. If the rights are sold rather than exercised the basis of the stock is allocated 
to the stock and the rights in proportion to their market values. Gain or loss will be recognized on the sale. 

If Doe sells his rights the 1949 cost of $16,431.20 will be allocated to the stock and the rights as follows: 


Market value of stock, ex rights: 


Allocated cost of rights: 
50 


17,250 
Allocated cost of stock, ex rights: 
16,500 
17,250 
$16,431.20 


If Doe sells his rights for $800.00 he will have long-term capital gain of $85.60. 


(Solution to Problem Three is shown on the following pages.) 
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Solution to Problem Four 


Department 101 
Department 201 


Amount 
$134,090.00 
87,442.00 


$221,532.00 
1,620.00 


$219,912.00 
138,600.00 


$ 81,312.00 


Pounds Amount 
800 


$187,710.00 
The unit cost of the ending inventory of work in process is computed as follows: 
Labor and (4 of BESO) 2:25 
$ 21.50 
The unit cost of finished goods is: =———— 
Department 301 
Amount 
$145,532.00 
$141,312.80 
The unit cost of the ending inventory of work in process is computed as follows: 


The unit cost of finished goods is: 
$141,312.80+9,440........ 


Schedule 1 
Computation of Units of Work Expended 
During A pril, 1950 in Departments 201 and 301 
Department 201 


Opening inv entory—800 units—units expended to complete................-......005. 


Transferred from Dept. 101 and fully completed during April: 
Received from Dept. 101..... 


Less ending inventory... 


Ending inventory—1000 units half finished equivalent to 500 finished units............. 


Unit cost of labor and burden: 


$ 11.72 


$ 14.97 
400 
4,800 
2,400 
7,200 
1,000 6,200 
500 
7,100 
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Department 301 
Opening inventory—200 units—units expended to complete. . 
Transferred from Dept. 101 and fully vere — April: 
Received from Dept. 101 
Less ending inventory. 


Ending inventory—360 units half finished equivalent to 180 units finished 
Total units of work expended in April... 


Unit cost of labor and burden: $61,880.00+9,520 


Schedule 2 
Allocation of Department 101 Costs 
Selling price of XO 
Processing cost in Department 201 (Schedule 1). 


Net sales value of XO at point of separation... 


Selling price of MO. 
Processing cost in Department 301 (Schedule 1). 


Net sales value of MO at point of separation 


Net sales value of total product at point of separation: 
XO —/(4,800 lbs. plus 2,400 lbs. of w owes: 00 
MO—9,600 Ibs. @$11.00..... 


Total sales value at point of separation 


Allocation: 


180,000 
xo——! 9,912.00... 
XO “Gog $219,912.00 


105,600 
MO "3856009219: 912.00... 


Schedule of Inventory Values 
A pril 30, 1951 
Pounds 
Work in process 
Department 201.... 1,000 
Department 301... 360 


Finished goods 
800 
MO... 700 


$29.50 per Ib. 
4.50 per lb. 


$25.00 per Ib. 


$17.50 per Ib. 
6.50 per Ib. 


$11.00 per Ib. 


Unit 
Cost 


$21.50 
11.72 


23.74 
14.97 


$285,600.00 


$138 , 600.00 


$285 , 600.00 


Amount 


$21, 500.00 


4,219.20 


18,992.00 
10,479.00 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


DISTRICT OF COLUMBIA 
Catholic University of America: 


Witi1AM J. RyAn has been appointed instruc- 
tor in accounting. 


ALABAMA 


M. F. BAkno recently addressed the Alabama 
Association of Public Accountants in Birmingham 
on tax frauds. 


University of Alabama: 


C. J. W. BRANDON, and 
PuItLip NOLAND are working on advanced de- 
grees at other universities. 

GRADY FULLERTON has been added to the staff 
at the Extension Center in Birmingham. 

W. P. Tuomas has been reappointed Secre- 
tary-Treasurer of the Alabama State Board of 
Public Accountancy. 

RoBeRT VANVOORHIS is chairman of the 
Southwestern Section of the American Account- 
ing Association which will meet at the University 
in May. 

A. J. Penz received one of the NACA awards 
for outstanding contribution to the field of cost 
accounting literature. 

Paut Tuomas served on the planning commit- 
tee of the Fifth Annual Federal Tax Clinic held in 
November; about 350 persons participated in the 
Clinic. 

RoBert VANVOORHIS served as chairman of 
the program and arrangements committee of the 
First Accounting Practitioners’ Workshop in No- 
vember; attendance was limited to CPA’s. 


GEORGIA 
Emory University: 
GEORGE A. GUSTAFSON was a discussion leader 


on payroll taxes at the February meeting of the 
Atlanta Chapter of NACA. 


IOWA 
Drake University 


RoBert V. DuVAL has been added to the staff 
as assistant professor. 

M. B. Dittey received his CPA certificate 
from Indiana in May. DILLey is program director 
for the Des Moines Chapter, NACA, and is a 
member of the Committee on Corporate Proce- 
dures and Reports of the Controllers’ Institute. 


A. A. AUGUSTINE served as co-chairman on the 
Committee on Legislation for Ohio Society of 
CPA’s last year. 


MARYLAND 
University of Maryland: 


ALLAN J. FisHer, formerly with the U. S. 
Treasury, has replaced Howarp W. Wricut who 
resigned to stay in government service. 

CHARLES SWEENEY is on a year’s leave of ab- 
sence to serve as director of Industrial Accounting 
of OPS. His replacement is GEORGE W. FRANK 
who is on leave from the University of Pennsyl- 
vania. 

LeRoy L. LEE returned to the staff from a 
year’s active duty doing cost accounting work 
with the Navy. 

HAROLD E. GRIFFIN, JR., was recalled to active 
duty with the Army last summer. 


MASSACHUSETTS 
Boston University: 


HAROLD HowartTH has resigned to join the 
staff of the Education Department of the Ameri- 
can Institute of Accountants. 


Clark University: 


Grorce E. Harcest has been appointed a 
member of the Committee on Education of the 
Massachusetts Society of CPA’s. 


MINNESOTA 
University of Minnesota: 


CHARLES E. JOHNSON has resigned to become 
lecturer at the University of California. 

HAROLD WItson has resigned to enter the Con- 
troller’s Division of Ford Motor Company. 

THomAS MULLEN has resigned to become a 
cost analyst for Studebaker Corp. 

Dovuctas Gipson has taken a position as budget 
officer with Montgomery Ward & Company. 


MONTANA 
Montana State University: 


Epwin O. Dwyer recently received his CPA 
certificate. 

DONALD EMBLEN was chairman of the North- 
west Teachers of Business Administration Con- 
ference held at the University in October. 


240 
).00 
).00 
).00 
”0 
hi 


260 


NEW YORK 
Cornell University: 


Witiiam H. SHANNON was recalled to active 
duty with the Navy Department for a period of 
three months in 1951 to present a series of lectures 
on accounting and law to a seminar sponsored by 
the Bureau of Supplies and Accounts. 


University of Rochester: 


FRANK P. SmiTH was recently a member of a 
panel on a critical appraisal of schools of business 
before the Harvard Business School alumni. 
Situ has recently given talks before the Roches- 
ter Chapter of the Institute of Internal Auditors 
on the subject “Dependence of Government Audi- 
tors on Internal Controls” and before the Roches- 
ter Chapter of NACA on “Accounting and the 
Defense Economy.” SmitH has recently been 
made a member of the executive committee of the 
Association of Graduate Schools in the Associa- 
tion of American Universities. 


Syracuse University: 

E. S. GERMAIN has been appointed lecturer in 
accounting. 

GEoRGE E. BENNETT is on leave because of ill- 
ness. 

WiLBer C. HAsEMAN will be on leave during 


the spring semester to participate in a study for 
the Munitions Board. 


Long Island University: 


The following guest lecturers spoke to the Ac- 
counting Society of Long Island University in re- 
cent meetings: MAx Bock, partner in a New 
York public accounting firm, and Cartes H. 
FRIEDRICH, supervisor of the Tax Department of 
Arthur Young & Co. 


OHIO 
Ohio State University: 


The staff has recently lost by death W1nForD 
J. and WatTER D. WALL. 

T. P. Herrick has resigned to enter public ac- 
counting. 

The University’s student initiating team of its 
chapter of Beta Alpha Psi recently accomplished 
the installation of a new chapter of Beta Alpha 
Psi at Ohio University in Athens, 

Staff members who have been speakers at re- 
cent meetings are as follows: W1LL1AM E. DICKER- 
son on “The 1951 Tax Law” before Columbus 
Controllers Club; B. JENcKs on “‘Statis- 
tical Methods in Internal Auditing” before the 
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Central Ohio Chapter, Institute of Internal Audi- 
tors; James R. McCoy on “Recent Developments 
in Cost Accounting” before the Wabash Valley 
Chapter, NACA, and “Trends in Corporate Re- 
porting” before the Central Ohio Chapter, Insti- 
tute of Internal Auditors; DANTEL M. SHontinc 
on the subject of “Governmental Audits” before 
the annual meeting of State Examiners; and 
WaLteR C. BuRNHAM on “Farm Accounting 
Problems With Reference to Federal Income 
Tax’ before a farmers’ group in Baltimore, Ohio, 
Miami University: 

CuHarLtEs R. HAMMERSMITH has joined the 
staff as instructor. 

ALBERT G. Wo Lp has been granted leave of ab- 
sence to do graduate study. 


OKLAHOMA 
University of Oklahoma: 


The University was host in November to the 
2nd Annual Income Tax Conference. Various 
phases of the tax problem were dealt with by the 
following speakers: J. C. UpprkEe, JoHN J. Grir- 
Fin, W. L. HAusMAN, WALTER SNELL, E. N. 
SANDERS, L. CLARK Hawkins, A. D. Howe tt, 
H. O. Reysurn, H. I. Hinps, Jack Mascno, 
James F. CALLAHAN, and Oscar L. GoopMan. 


PENNSYLVANIA 
Lehigh University: 


Beginning next fall, the College of Business 
Administration will offer a program leading to the 
M.B.A. degree. 


TENNESSEE 
University of Tennessee: 


EDWARD Jupy has left the staff to enter ac- 
counting practice. 

has been transferred to the 
Department of Accounting from the Bureau of 
Business Research. 

The staff of the Accounting Department con- 
ducted a panel meeting with the Memphis Chapter 
of the Tennessee Society of CPA’s in Memphis in 
February. 

The Annual Tax Institute, sponsored jointly 
with the Tennessee Society of CPA’s, was held in 
Nashville in November. 


University of Chattanooga: 


CHARLES LEVINE and LAWRENCE B. STONE are 
teaching in the evening college of the University. 

H. Wesson, Jr., is teaching regular 
courses at the University. 
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Association Notes 


TEXAS 
North Texas State College: 

Paut R. BRECKENRIDGE has joined the ac- 
counting staff after three years in public account- 
ing. 
NY G. SULLIVAN has been called back into the 
Army as an officer. 

DonaLD R. Cuitpress has returned after re- 
ceiving his doctorate from the University of Penn- 
sylvania. 

VERMONT 
University of Vermont: 

L. L. Brices has been promoted to professor of 

economics. 


261 


VIRGINIA 
College of William and Mary: 


Wayne F. Grass was elected president of the 


Peninsula Chapter of Accountants organized last 
fall. 


WEST VIRGINIA 
West Virginia Wesleyan College: 


FRANK D. BERIsFoRD has resigned to become 
district manager for an insurance company. His 
successor is LEwis B. Ciark, formerly of Buffalo, 
N. Y. 
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Handbook on Accounting, Statistics and Business Office 
Procedures for Hospitals. Section 1: Uniform Hospital 
Statistics and Classification of Accounts. The Ameri- 
can Hospital Association. (Chicago: 1950. Pp. x, 
155.) 


Hospitals have a precarious existence during infla- 
tion. “In 1950, according to Dr. Charles A. Wilinsky, 
president of the American Hospital Association, hos- 
pital income was up 253 millions, or $1.09 a patient day. 
But costs climbed 278 millions, or $1.29 a patient day. If 
depreciation on buildings and equipment is not figured, 
most hospitals in 1949 and 1950 were in the black. But 
they needed $341,521,000 in gifts, etc., to make that rec- 
ord, a sum equal to $2.51 a patient day. . . . In Cleve- 
land last year only three hospitals that participate in 
Community Chest funds made money. Three ran a defi- 
cit. The rest hovered just at the break-even line... . In 
Philadelphia, of 18 general hospitals, average costs a pa- 
tient day in 1945 were $7. In 1949 they had gone to $13, 
exclusive of depreciation, and are still climbing.” (Dun- 
ham, Don. “You and Your Hospital,” The Cleveland 
Press, September 14, 1951.) 

The above is a cogent introduction to an ambitious 
program of accounting and statistics to be published by 
the American Hospital Association in three volumes 
superseding a 1940 Handbook. Section 1, the only part 
yet completed, is reviewed herein. It is complete in it- 
self and should be in the library of every hospital ad- 
ministrator, public accountant, and teacher of fund ac- 
counting. The remaining sections when published “will 
set forth bookkeeping procedures for small hospitals, 
methods of cost analysis, the preparation of financial 
and statistical statements, and other accounting and 
business office procedures” (p. 111). If it is true, as one 
authority in the field of hospital accounting has said, 
that a 5% increase in hospital service could be achieved 
without additional expenditure through better account- 
ing records, then the current section of the Handbook is 
a well-designed step in that direction. 

Section 1 is divided into six parts: Part 1, Hospital 
Statistics; Part II, Outline of the Uniform Classification 
of Accounts; Part III, Balance Sheet Accounts; Part 
IV, General Fund Income Accounts; Part V, General 
Fund Expense Accounts; Part VI, Check Lists of Sup- 
plies, Expense and Equipment. A bibliography and in- 
dex conclude the section. 

The Association continues to emphasize the value of 
sub-dividing the resources of the hospital into funds as 
an aid to budgetary control and the centering of finan- 
cial responsibility. A minimum of four separate classes 
of funds is recommended: General, Temporary Endow- 
ment and Plant Funds. A thorough adoption of the 
accrual basis of accounting is also recommended. 

An especially well-designed numerical Chart of Ac- 


counts is followed by a section devoted to an explana. 
tion of the content of the customary balance-sheet ac. 
counts to be found in each of the funds. Expense ac. 
counts are classified primarily by function, and see. 
ondarily by object. Possibly the classification might 
have been further improved by alphabetizing the ex. 
pense accounts. As to some accounts, like the Reserves 
for Uncollectible Accounts and Depreciation, the con- 
tent is explained and the bookkeeping procedures to he 
followed are illustrated (pp. 51, 65-67). 

The statistical computations and the unique termi- 
nology peculiar to hospital service are clearly explained, 
and the work has been well conceived and executed. 

RoBErT G. ALLYN 
Associate Professor of Accounting 
Western Reserve University 


An Accounting Technique for Reporting Financial Trans- 
actions. R. K. Mautz. (Urbana, Illinois: Bureau of 
Economic and Business Research, University of IIli- 
nois, 1951. Pp. 91. Gratis.) 


The purpose of this monograph is to point out the 
need for the development of additional accounting re- 
ports to present data related to areas of activity not now 
given adequate coverage in the conventional accounting 
statements. More specifically, the author attempts to 
develop a theoretical background and consistent pro- 
cedures for the reporting of financial, as opposed to in- 
come-directed, transactions. Those transactions related 
to making available assets or properties necessary for 
operations are designated “financial transactions”; 
those aimed at producing income are designated “in- 
come-directed transactions.” It is noted by the author 
that these two classifications are not mutually exclusive 
as to individual transactions. 

The author maintains that the financial transactions, 
under current reporting standards, are not adequately 
reported as transactions anywhere. He proceeds to indi- 
cate that two areas of financial information are not 
properly covered now by an accounting report: first, 
transactions with outside financial interests are either 
not reported at all or are reported only incidentally; 
second, no statement is directed at presenting a report 
of enterprise growth, which the author places along with 
financial position and net income as the three factors in- 
dicative of the progress of an enterprise. 

After discussing the usefulness of a report on financial 
transactions, the author in the chapter “The Naturedi | 
Financial Transactions” provides a background for dis 
cussion of such a report by indicating the principal char- 
acteristics of financial transactions. An interesting anal- 
ysis is presented in which it is concluded that all liability 
and capital accounts represent financial interests, but 
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not all can be classed as interests providing financing as 
illustrated by the claims of taxing authorities. 

In the chapter entitled “‘A Report of Financial Trans- 
actions” the author indicates that the useful informa- 
tion about financial activities of the business not now 
made available in accounting statements could be or- 
ganized into simple reports aimed at (1) presenting a 
summary of the enterprise financing program and (2) 
accounting for enterprise growth, or a combined report 
of these activities. The ‘Statement of Financing” would 
contain (1) types of financing interests dealt with, (2) 
amount of financing provided by each interest (perhaps 
adollar-day average), and (3) cost of financing obtained 
from each interest. In addition, the author suggests that 
the doctrine of full disclosure be extended to reporting 
on financial activities, and, accordingly, that details of 
important financial transactions be included as descrip- 
tive material in the body of the report or in footnote 
fashion. The “Statement of Enterprise Growth” would 
contain (1) total dealings with each enterprise interest 
and (2) relationship of transactions effecting increases 
in the enterprise total of properties and equities to those 
effecting decreases. The combined report, entitled 
“Statement of Financial Transactions,” is designated as 
an “accountant’s report,”’ as, although it contains all of 
the information of the two statements and indicates 
other relationships as well, the mechanics of presenta- 
tion render the report difficult to understand unless the 
reader be skilled in accounting. 

The author performs an additional service by estab- 
lishing as requirements that a report should fulfill: use- 
fulness to various interested parties; information based 
upon satisfactory, verifiable records; descriptive termi- 
nology, arrangement, order, and grouping; nonessential 
data and less significant relationships sacrificed if neces- 
sary to focus attention on the principal message. 

In Chapter IV the author presents the transition 
from a theoretical discussion to the obtaining and sum- 
marizing of data in practical situations. He assumes cur- 
rently accepted accounting principles and proceeds to 
build thereon by establishing general guides for discus- 
sion of practical problems and by illustrating the more 
important of the anticipated problems. Among the 
problems discussed are those related to the determining 
of the amount of financing provided or terminated, re- 
porting the financial effects of net income, determining 
costs of financing provided, and considering the extent 
of detail to be provided in the reports. The problems 
considered are resolved in a convincing manner consist- 
ent with the general guides which had been established. 

In Chapter V the author illustrates with examples 
how the suggested reports can be prepared without dif- 
ficulty from ledger data. There is a simple illustration 
presenting ledger accounts, computations and reports, 
which is then followed by a more comprehensive illustra- 
tion with ledger detail. 

Professor Mautz has indeed presented an excellent 
statement and defense of his thesis that important data 
relating to enterprise growth and financing are not cur- 
rently made available under accepted standards of re- 
porting and that a report of financial activity is both 
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useful and possible. He has pioneered with a group of 
transactions in a “reportable area of activity” in a man- 
ner similar to the “reportable areas” provided in the in- 
come statement and balance sheet. He has outlined skill- 
fully his presentation in order to enable the reader to 
follow the discussion easily and has provided for timely 
repetition of ideas previously developed as well as for 
frequent summaries. 

The study is a plea for more complete disclosure of 
enterprise activities and interpretive presentation there- 
of. It is to be hoped that Professor Mautz and others 
will combine to increase the usefulness of accounting 
services by expanding the field of reporting by such 
fruitful attempts as contained in this monograph. 

James S. ScHINDLER 

Assistant Professor of Accounting 
Washington University 
St. Louis, Missouri 


Municipal Accounting and Auditing. National Commit- 
tee on Governmental Accounting. (Chicago: 1951. 
Pp. 250. $4.) 


This book contains the revised versions of three 
earlier publications of the National Committee on Gov- 
ernmental Accounting, namely, Municipal Accounting 
Statements (1941), Municipal Audit Procedure (1939), 
and Municipal Funds and Their Balance Sheets (1935). 
The National Committee on Governmental Accounting 
was organized in 1934 by the Municipal Finance Officers 
Association and has since its inception been financed by 
the Association. The Committee’s aim is to establish 
principles of municipal accounting, auditing, and re- 
porting, to develop uniform terminology and classifica- 
tions of accounts, and to encourage the adoption and 
use of all of the foregoing. The Committee is composed 
of representatives of the following organizations: 

American Accounting Association 

American Institute of Accountants 

American Municipal Association 

Association of School Business Officials 

International City Managers’ Association 

Municipal Finance Officers Association 

National Association of Cost Accountants 

National Association of State Auditors, Comptrol- 

lers, and Treasurers 

National Association of State Budget Officers 

National Municipal League 

U. S. Federal Government 

Dominion of Canada. 

In addition, each organization has an advisory commit- 
tee whose members serve as consultants to the National 
Committee. 

Municipal Accounting and Auditing was reviewed by 
the members of both the National Committee and the 
advisory committees and embodies their comments and 
recommendations. The book is divided into four parts: 
Part I deals with the application of municipal account- 
ing principies to the preparation of financial statements 
for municipalities. It also contains a summary of the 
principles and standard procedures recommended by the 
Committee. 
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Part II is divided into several sections. The first sec- 
tion deals with the individual funds recommended by 
the Committee. It contains a description of the nature 
of each fund, a discussion of the accounting principles 
and procedures applicable to each fund, and fund state- 
ments. To make the discussion more understandable, 
opening trial balances and journal entries designed to tie 
in with the fund statements are presented for each fund. 
The second section deals with combined financial state- 
ments for several funds while the third section contains 
statistical tables. The last section of Part IT is devoted 
to financial statements to be used in a report prepared 
during the fiscal period, in contrast with the financial 
statements illustrated earlier in the book which were as- 
sumed to be prepared as of the close of the fiscal period. 

Part III deals with audit procedure. It starts out with 
a discussion of the relationship between the municipal- 
ity and the auditor and then goes on to describe the pro- 
cedure to be followed in making a municipal audit. The 
nature and contents of a municipal audit report are dis- 
cussed next. The last section of this part of the book 
contains a check list of the procedure to be followed and 
the items to be examined. 

Part IV contains definitions of over 300 terms most 
of which are peculiar either to municipal accounting or 
finance but some of which are common to both munici- 
pal and commercial accounting. 

Even if the Committee had done nothing more than 
to bring together and coordinate the contents of the 
three volumes which went to make up Municipal Ac- 
counting and Auditing a useful contribution would have 
been made. But the Committee has gone further and 
also incorporated in the new volume changes in ac- 
counting principles, forms of statements, auditing 
standards and procedures, and terminology. Since most 
of the municipal accounting text-books are based on 
National Committee principles, these changes should be 
of great interest to college instructors. 

The following are a few examples of some of these 
changes. The present volume for the first time discusses 
the relationship between legal requirements and sound 
financial administration and indicates that if there is a 
conflict between legal requirements and sound financial 
administration, legal provisions must govern. While the 
Committee continues to recommend the accrual basis of 
accounting it now also recognizes the fact that the law 
may make it necessary to adopt a cash or modified cash 
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basis. But it recommends the preparation of balance 
sheets even by those governmental units which are on a 
cash basis and it presents the entries which are necessary 
to reflect receivables and payables under the cash or 
modified cash basis of accounting. 

Some forms of statements have been completely 
changed, others have been changed to a limited degree 
only, and some new financial statements and statistical 
tables have been included. Significant changes have also 
been made in terminology. To cite one example, the use 
of the term “reserve’’ to designate reductions in the val- 
ues of assets has been abandoned. Again, whereas the 
term “appropriation” had formerly been limited to 
authorizations of expenditures by the legislative body 
out of the General Fund or Special Revenue Funds, it 
has been broadened to cover all authorizations to spend 
money made by a legislative body regardless of the fund 
from which such expenditures are to be financed. 

In the new volume, the Committee states more spe- 
cifically than it did previously its position regarding 
combined fund balance sheets. Moreover, for the first 
time the Committee states in detail why it is against the 
preparation of combined operating statements for all 
funds and gives reasons for its position. 

The book now distinguishes between auditing stand- 
ards and auditing procedures. The qualifications of the 
auditor to do the work are cited as an example of an 
auditing standard and the importance of selecting an 
auditor who is qualified to perform a municipal audit is 
emphasized. The awarding of contracts on a competitive 
bid basis is condemned. Finally, greater emphasis is laid 
on the importance of the system of internal control than 
was done in the previous book and internal control is 
given a much broader meaning than previously. 

In summary, the book not only combines and coordi- 
nates three of the most important publications of the 
National Committee on Governmental Accounting but 
also reflects the latest developments in municipal ac- 
counting. It embodies the combined thinking of a great 
number of individuals representing groups with varying 
interests but all of whom have at least one object in 
common, namely, the improvement of municipal ac- 
counting. 

Irvine TENNER 
Consultant 
National Commiitee on Governmental Accounting 


Money and Banking 


American Monetary Policy. E. A. Goldenweiser. (New 
York, McGraw-Hill Book Company, 1951. Pp. xvi, 
391. $4.50.) 

This book is largely an expansion of a 1949 book en- 
titled Monetary Management also written under the 
auspices of the Committee for Economic Development. 
The author, with many years’ experience as Director of 
the Division of Research and Statistics for the Board of 
Governors of the Federal Reserve System, was chosen 
to present a broad, general discussion of monetary man- 


agement since its inception in 1913. However, close as- 
sociation has not prejudiced the author into assuming 
the System is blameless. 

Most of the main ideas presented in this volume are 
taken bodily from the earlier work with additional clari- 
fying facts included. The subject of monetary policy is 
introduced with a discussion of money in the economy, 
the agencies of monetary control, the effectiveness of 
these agencies, and the relation of the Federal Reserve 
System to other monetary institutions. 
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The main contribution of the book to current litera- 
ture is the complete exposition of the major policy deci- 
sions of the Federal Reserve between 1913 and 1950. 
Both objectives and policy have undergone considerable 
evolution. The Act of 1913 was designed to provide elas- 
tic currency, arrangements for discounting paper and 
the distribution of reserves throughout the country. To- 
day these objectives are secondary to the maintenance 
of economic stability and a rising standard of living. 

The most interesting policy decisions presented at 
length are those of 1929-1933 and those dealing with the 
financing of World War IT. In both instances the author 
disagrees with the established policy. About the former 
he writes, a bolder policy “‘ . . . would have been more 
in accord with the needs of the time” (p. 159). With ref- 
erence to the financing of World War II, an issue still 
with us, he states: “Part of the post-war inflation could 
have been prevented by a more vigorous monetary pol- 
icy” (p. 216). That policy, the author believes, should 
have been the abandonment of the support of govern- 
ment bonds by the Federal Reserve System, and pursuit 
of anti-inflationary policies with existing control de- 
vices. 

This post-war monetary policy (through October, 
1950) consisted of continual acquiescence on the part of 
the Federal Reserve to the demands of the Treasury and 
the Administration for the support of government bonds 


General 


Introduction to Business, Second Edition. Raymond E. 
Glos and Harold A. Baker. (Cincinnati: South- 
Western Publishing Co., 1951. Pp. viii, 790. $4.75). 


This revision retains the excellent features of the 
first (1947) edition: it is simply and interestingly writ- 
ten, profusely illustrated, and more comprehensive in 
scope than the average Introduction to Business text» 
Yet, despite an increase of some 60 pages, it still is little 
longer than the average such text—which attests to the 
conciseness with which the many (and well arranged) 
sub-topics are treated. It remains admirably adapted 
to one-semester freshman or sophomore orientation 
courses in business. 

The 36 chapters are grouped in eight major divisions: 
(1) the general problems and economic background of 
business; (2) forms of ownership organization; (3) busi- 
ness finance; (4) “physical factors”: location, layout, 
purchasing, and inventory and production control; 
(5) personnel management; (6) marketing; (7) “mana- 
gerial controls”: accounting, statistics, budgets, busi- 
ness papers, and administrative organization; and 
(8) legal and governmental aspects. For those who, like 
the writer, feel that business finance is a bit too difficult 
to introduce so early in a beginning course, it might be 
noted that study of the major divisions in a different se- 
quence should not be difficult. 

The second division has been expanded to include a 
chapter on such special forms of organization as joint 
stock companies, mutuals and cooperatives. The mar- 
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at par or above. The author feels that monetary authori- 
ties have a greater responsibility, namely the main- 
tenance of the value of the dollar. These policies are in- 
consistent with each other and, according to Golden- 
weiser, the Federal Reserve is not fulfilling its purpose 
by supporting the former. 

In later chapters of his book, Goldenweiser deals with 
international operations and proposals for changing the 
Federal Reserve System. In the former he discusses at 
length the wholly academic question of restoration of 
the gold standard; the latter chapter argues both for and 
against changes in the structure of the System. None of 
the proposals considered would radically change the ex- 
isting system as we know it today. 

The chief value of the book to the average reader lies 
in the fact that it supplies him, in non-technical lan- 
guage, with an excellent analysis of current monetary 
problems. It is not, nor does it pretend to be, a complete 
discussion of the Federal Reserve System. Most of the 
statistics have been placed in an appendix at the end of 
the book where they can be consulted if the reader so 
desires. 

LAURENCE A. WRIGHT 

Instructor of Economics 
Western Washington College of Education 
Bellingham 


Business 


keting division has been reorganized by allocating to 
other appropriate chapters the material previously 
covered in a chapter on “The Consumer and the Mar- 
keting Process.” Similarly, much of the treatment of 
government regulation now is woven into the discus- 
sions of the business functions and problems to which it 
is most pertinent. One effect of this rearrangement is a 
marked expansion of the personnel division, which now 
includes a full chapter on “Labor and Government.” 
Despite the rearrangement, however, the eighth (““Gov- 
ernment and Business’) division still is quite long— 
very nearly as long as in the earlier edition. The ma- 
terial on production management and that on adminis- 
trative organization remain typically brief. 

A good job has been done in bringing all the subject 
matter up to date. The treatment still remains above 
the solely descriptive level, thanks to the discussions of 
factors to consider in reaching policy decisions in the 
several phases of business. Discussion questions, short 
problems (some of them new), and suggested readings 
again appear at the end of each chapter. In addition, 
the publishers make available a student workbook and 
a new series of objective “achievement” tests. Instruc- 
tors who have used the old edition should find the new 
one equally teachable and effective, which in this case 
is a real compliment. 

Eric C. VANCE 
Associate Professor of Business Administration 
University of Rochester 
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An Introductory Survey of Business Management. Gilbert 
W. Cooke and B. J. Pierce. (Dubuque, Jowa: Wm. 
C. Brown Company, 1951. Pp viii, 221. $4.00.) 


Very few students seem to have much acquaintance 
with modern business activities or business vocabulary. 
Thus an exploratory course in the basic elements of a 
business is helpful. To meet this need various books 
have been offered. Several do a satisfactory job, but 
many try to cover too much information or try to de- 
velop theory beyond the scope of the average beginning 
student. The present book is not guilty on these counts; 
indeed some will regard it as over-simplified. 

The authors of An Introductory Survey of Business 
Management have designed their book from the view- 
point of an economist. Generally an economic ap- 
proach is highly theoretical and beyond the understand- 
ing of the beginning student, but in this Survey the au- 
thors have used very simple illustrations and have de- 
veloped their ideas in a manner which is unusually clear. 
Throughout, the function of the entrepreneur is the 
dominant theme. It is the entrepreneur who has to 
make the choice. He initiates action. Without his initia- 
tive there would be no business activities. This domi- 
nant theme, in the opinion of the reviewer, is the out- 
standing feature of the book. 

The authors develop the elementary concepts of the 
business world principally through the processes of pro- 
duction, financing, and marketing. After giving a de- 
scription of each process, some of the legal restrictions 
placed upon the management are noted. Throughout, 
the authors are careful to leave out difficult or involved 
theories. For instance, without going into the various 
monetary theories, they make an attempt to explain 
how the amount of money in circulation increased and 
what some of the causes are for this increase. 

The authors employ another device which is helpful. 
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The balance-sheet of a growing grocery business is used 
to illustrate the various ratios and business relationships 
under consideration in the sections on production, fi- 
nancing, and marketing. This repetition of the same 
growing firm’s balance sheet is good teaching technique 
for a beginning student. 

Another feature of the Survey shows the current 
trend in government’s relation to business. The develop. 
ment of labor unions is traced from their formative pe- 
riod to the present. The legal point of view regarding 
labor is carefully noted. Competitive practices are ex. 
amined, and the legal action dealing with them is ex- 
plored in an interesting manner from the common law 
to the present rulings. A special note is made of govern- 
ment’s aid to business: granting such rights as patents, 
protective tariffs, and extension of various types of 
credit. 

The following theory expressed in the Survey does 
not agree with Accounting Research Bulletin No. 34; 
“Tt seems to this author, that it will be wiser in an 
elementary survey to explain the reserve as a special 
surplus, set aside to represent a claimant on any of the 
assets retained in the business because of this deprecia- 
tion method.” It is doubtful if any present-day account- 
ants will agree with this theory. 

The Survey is in the nature of a syllabus. It is written 
partly in the first and second person. The offset printing 
is clear, but there are no reproductions of photographs 
or drawings; furthermore, the spiral binding is awk- 
ward and anything but attractive. 

The Survey will help students to direct their studies 
into the field of business which is most interesting to 
them without too much floundering around. On the 
whole, considerable benefit will accrue to students who 
take a course based on this book. 

Lee A. WITHROW 

Modesto (California) Junior College 


Taxation 


Federal Income, Gift and Estate Taxes. Jacob Rabkin 
and Mark H. Johnson. (Albany: Matthew Bender & 
Company, 1951. 2 vols., Pp. 3100. $50.) 


In examining various tax services, one of the princi- 
pal and most obvious differences among them is the plan 
of organization. One pattern commonly employed 
closely follows the outline of Chapter 1 of the Internal 
Revenue Code and the income tax form. Thus, the pre- 
sentation of tax rates is frequently followed by material 
on taxable income, exempt income, deductions, credits 
and exemptions, and various miscellaneous provisions 
dealing with capital gains, basis, dividends, etc. 

Messrs. Rabkin and Johnson, in their two volume 
service on income, gift, and estate taxes, have adopted 
what they term the “subject matter” approach. They 
have attempted to relieve the reader of the necessity of 
skipping from one part of the law to another by bringing 
interdependent subjects together in one place. As an ex- 
ample, tax questions involving husbands and wives 
have been brought together in one chapter. Within the 


confines of the seventy-nine pages of this chapter, vati- 
ous subsections of twelve different sections of the Inter- 
nal Revenue Code, with related rulings and divisions, 
are analyzed. It is doubtful whether any practicable ar- 
rangement can be devised which would entirely elimi- 
nate the necessity for cross references. The authors 
have made good use of cross-referencing to tie together 
all related problems without extensive repetition of sub- 
ject matter. Illustrative of the plan is the discussion of 
capital gains and losses in the chapter entitled “Hus- 
bands and Wives.” The explanation is limited to the 
several ways in which capital asset transactions affect 
joint returns, the reader being referred to another chap- 
ter for the general discussion. In this particular chapter, 
references to other sections of the service averaged 
about one per page. 


There are eighty-four chapters in the service, distrib § 
uted among the following tabs: Income Tax Patterns, § 


Business Entities, Corporate Distributions, Securities 
and Indebtedness, Real Estate and Natural Resources, 
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Gifts, Trusts, and Estates, Insurance and Annuities, 
Procedure, and Excess Profits Tax. For example, under 
the tab “Corporate Distributions,” there are four chap- 
ters entitled, respectively: Dividends, Source of Distri- 
bution, Complete Liquidation, and Stock Redemption 
and Partial Liquidation. There is an introduction to 
each chapter in the form of a chart which is similar in 
design to an organization chart. Its purpose is to indi- 
cate interrelationships among the sections of the chap- 
ters to the end that the reader will not overlook an im- 
portant factor affecting the principal problem. Each 
section of a chapter has a title and is prefaced by a syn- 
opsis of the subject discussed therein. The sections are 
in turn divided into subsections which are also titled. 
Thus, the reader progresses from the general subject 
through several intermediate steps to the final area de- 
voted to his specific question. In all, there are some 
3,500 subsections or answer groups in the service. More 
direct access to the answer groups is provided by an ex- 
tensive subject-matter index. 

The body of the text is written in lucid, concise style. 
With the exception of captions and introductory sum- 
maries, all type is of uniform size and density. There are 
no footnotes, all citations appearing in the text. General 
principles are stated with a minimum of quotations 
from source materials. It is obvious that a tremendous 
amount of editorial work has been done. The essentials 
of important cases are presented, with comments on dis- 
similarities with related cases. There are suggestions, 
warnings, and occasional criticisms of decisions. 

Changes in the law occurring within the past several 
years are described. In some instances the explanations 
are supplemented by background material from reports 
of Congressional Committees. A number of tax rate 
tables are given in an appendix, going as far back as the 
Revenue Act of 1944 for individuals and to the 1942 Act 
for corporations. 

There is a 200 page case table which not only cites 
the section of the text in which each is discussed, but 
also its location in the AFTR and USTC reporting sys- 
tems. There is also a table of statutory references. 

The service is kept up to date by cumulative monthly 
supplements of recent rulings and cases which are keyed 
to the main body of the text. Periodically, portions of 
the text are rewritten to incorporate the new material. 
This feature of the service appears to be less extensive 
and timely than that offered by some of the other loose- 
leaf services. The binder is well constructed and permits 
the insertion of pages with minimum effort. 

This text-service should be very useful as a reference 
work for income tax accounting courses at the advanced 
level; its cost would ordinarily preclude its use as a text 
book. The study of broad areas of the tax law is facili- 
tated by the collation of related problems. For example, 
tax consequences of dividends by closely held corpora- 
tions are considered both from the point of view of the 
Corporation and the stockholders. Within the same 
chapter there also appear such subjects as transactions 
between stockholders and corporation, allocation of in- 
come and deductions, and section 102 surtax. There is 
also enough historical material to give the student some 
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perspective. The wealth of citations permits reference 
to source materials for additional research. 

Practicing accountants should find the service very 
helpful, either alone or as an adjunct to one of the more 
extensive services which contain all of the minutiae. 

C. R. NISwONGER 
Professor of Accounting 
Miami University 


The Nature and Tax Treatment of Capital Gains and 
Losses. Lawrence H. Seltzer with the assistance of 
Selma F. Goldsmith and M. Slade Kendrick. (New 
York: National Bureau of Economic Research, 1951. 
Pp. xxii, 554. $7.50.) 


Federal Income Tax Treatment of Capital Gains and 
Losses. United States Treasury Department: Tax 
Advisory Staff of the Secretary. (Washington, 1951. 
Pp. vi, 105.) 


There is probably no topic in the field of taxation 
that has produced such a welter of discussion, contro- 
versy, and confusion as the treatment of capital gains 
and losses under the income tax. At long last we have in 
these two publications the material, if not for a defini- 
tive solution, at least for an intelligent approach to the 
problem. 

Mr. Seltzer’s volume, in particular, gathers together 
between its two covers just about every argument and 
type of information that is relevant to the topic. Start- 
ing with a statement of the nature of the problem, we 
next have an able historical summary of the develop- 
ment of the distinction between capital gains and regu- 
Jar income in which the roots of the distinction are 
traced back to the more static and more agricultural in- 
stitutions of previous centuries, and followed through 
the application of the legal concepts previously derived 
to the newer forms of an industrial society, in a way 
that brings out the logical problems involved in such a 
process. There is then an excellent discussion of the eco- 
nomic nature of capital gains, wherein it is pointed out 
that the essence of the economic distinction is that capi- 
tal gains and losses are unexpected windfalls, whereas 
ordinary income is expected or anticipated to one degree 
or another. Whether and to what extent a gain or loss 
has been anticipated is of course largely a subjective 
matter, and Seltzer points out fairly effectively that it is 
impossible to devise any administrative rule that will 
successfully sort out pure economic capital gain or loss 
from ordinary income. Any administrative rule will in 
practice include a considerable amount of unexpected 
gain or loss in ordinary income, and allow a consider- 
able amount of ordinary income to get classified as a 
capital gain. 

Mr. Seltzer then proceeds to examine various argu- 
ments as to whether or not various types of capital 
gains should in principlesbe included in taxable income. 
Irregularity is shown to be a reason for averaging or 
some comparable concession, rather than for treatment 
as a separate category; the idea that taxes on capital 
gains are a special burden on the accumulation of capital 
applies equally to all income which is saved; and the 
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fact that some capital gains do not represent a net in- 
crement to the resources of the community is shown to 
be irrelevant to whether or not they add to individual 
taxpaying capacity. A better case can be made for ex- 
cluding gains due to changes in interest rates, but the 
results would probably prove unpopular. Gains and 
losses due to changes in the value of money could be ex- 
cluded with somewhat better acceptance, though the 
procedure would be complicated if done thoroughly; 
there may be some justification for a generalized special 
treatment of gains and losses as a very rough allowance 
for the general inflationary trend of the past 30 years. 

The most important argument for special treatment 
of capital gains appears to be the practical one that if, 
for administrative reasons, it is necessary to take capi- 
tal gains into account only when “realized” through 
some sort of sale, exchange, or transfer, a heavy tax im- 
posed on such occasions may prove a substantial deter- 
rent to such sales and exchanges, with undesirable eco- 
nomic effects. The type of special treatment required to 
minimize such deterrents, however, is a far cry from any 
of the provisions that have actually found their way 
into law. 

There follows an investigation of the statistical data 
to find out what the effects of the special treatment may 
have been on the distribution of incomes, on investors’ 
behavior, and on federal revenues. On the whole the re- 
sults are somewhat inconclusive: capital gains are highly 
concentrated in the extreme upper income brackets, but 
for the bulk of the income distribution the tax treat- 
ment accorded capital gains is not a large factor in de- 
termining the distribution of the income tax burden. 
There are important differences between individuals at 
all income levels, however, and the over-all averages in 
this case conceal the crucial importance of the capital 
gains to many individuals. While tax considerations 
have apparently been sufficient to make a substantial 
difference in the investment behavior of the taxpayers 
in the top brackets, as shown by the statistics, for those 
in the middle and lower brackets tax considerations 
have apparently been outweighed by other factors; 
since the bulk of transactions is in the hands of these 
lower and middle bracket investors, the over-all statis- 
tics show relatively little effect on market behavior. 

Revenues from taxes on capital gains have generally 
been unimportant in the over-all fiscal picture. But it 
cannot be inferred from this that it would be desirable 
to eliminate the tax on capital gains as being not worth 
the administrative cost: it is the distinction between 
gains and losses and other income that produces the 
difficulty, and this distinction would still have to be 
made and would indeed be even more crucial if capital 
gains were tax-free. 

But probably the most crucial area in the capital 
gains problem is that of tax avoidance through the 
manipulation of capital gains, and Seltzer gives a very 
extensive, though probably far from complete, cata- 
logue of the methods that have been used by taxpayers 
to reduce their tax burden below what would have been 
incurred by pursuing their normal course of action. 
Among the schemes considered are the special tax ad- 
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vantages obtained by organizers and promoters, the re. 
investment of corporate earnings, the use of closely 
held operating corporations, the redemption of securities 
in lieu of dividends, the use of the “collapsible corpora- 
tion,” partnership liquidations, stock purchase options, 
conversion of interest into capital gain, conversion of 
capital losses into ordinary losses, deferment of techni- 
cal realization of gains, sales of rights, and excess de- 
preciation. 

What can be done about it? Seltzer first examines 
the treatment accorded in some 17 countries all over 
the world, probably one of the widest surveys of this 
sort available. A wide divergence is shown to exist 
among the practices currently being followed. Finally, 
in what must be considered the summary and conclusion 
of the work, there is presented a brief statement of the 
case for and against heavier taxation of capital gains in 
general, followed by a review of various proposals for 
the amendment of the United States practice, which in 
general fall into three classes: full annual recognition of 
accrued gains and losses, generally considered impracti- 
cable except for a limited class of assets; full inclusion of 
realized gains combined with averaging of some kind; 
and proration or averaging of capital gains only. 

At this point this reviewer cannot help regretting 
that the writer has limited himself to a very effective 
and concise summary of the pros and cons of the various 
proposals, but has refrained from any over-all recom- 
mendation, or indeed from emphasizing the pros and 
cons in any particular direction. It would seem that 
more space could have been given to this section, inas- 
much as it is the kernel of the whole book; in particular, 
this reviewer regrets that there was not room, within 
the limits set and the comparable treatment of other 
proposals, to explain more fully the possible advantages 
of his own pet proposal, namely cumulative averaging, 
which presents a solution to problems of accruals, de 
preciation, and timing of income as well as to the prob- 
lem of gains and losses. But on the whole this lack of 
a specific conclusion reflects rather well the present 
stage of thinking on the subject among tax specialists 
generally: matters seem to have come to a dead center, 
with everyone dissatisfied with the present state of 
affairs but no consensus whatever as to the direction in 
which to proceed. Perhaps a fair degree of support could 
be obtained for tightening up on gains accrued at the 
death of the taxpayer which now escape the income tax 
entirely, but even this is doubtful. 

The text is followed with 180 pages of tables and 
data relating in various ways to the problem of taxing 
gains and losses, probably the largest mass of data on 
this subject ever published in collected form. While this 
book is certainly not the last word on the subject, it 
comes very near to being a complete compendium of 
every consideration and fact that needs to be considered 
in arriving at a well-balanced decision. 

The Treasury tax study is somewhat briefer and is 
more specifically addressed to the Federal Income Tax. 
Some statistical data is presented but there is no at 
tempt at a complete compilation of all relevant ma- 
terials as in the Seltzer volume; relatively less attention 
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is paid to the historical and economic backgrounds or 
to foreign treatments, and more to the detailed provi- 
sions of the current law. The general tenor of the con- 
siderations set forth is remarkably consistent, however, 
with those of the Seltzer volume. There appears to be a 
substantial agreement about the nature of the relevant 
considerations, and the disagreement over this contro- 
yersial issue is as to which considerations are entitled to 
preponderant weight in arriving at a decision. Since 
neither work ventures any definite over-all conclusion as 
to proper policy, it is not possible to say whether agree- 
ment would extend to the policy recommendations. For 
a briefer treatment, the Treasury study does an ex- 
tremely good job, although for anyone who wants to 
inform himself fully on the subject, the Seltzer volume 
will provide a considerably fuller treatment. 


The appearance of these two studies will certainly 
not solve the capital gains problem; they both steer 
clear of any such pretension. But there can be no longer 
any excuse for the heated arguments full of metaphysi- 
cal nonsense that have too often characterized discus- 
sion of the capital gains issue: here are the data and the 
legitimate arguments, conveniently assembled and com- 
petently stated. Yet one ventures to predict that in 
spite of this, obfuscation and dogma will continue to 
flourish, and that it will still be a long time before any- 
thing effective is done to cope effectively with the prob- 
lem. 

VICKREY 
Associate Professor of Economics 
Columbia University 


Eprror’s Note: On page 150 of the January 
issue the price of Gillespie’s Accounting Systems 
is stated to be $6.50. The’price’should have been 


stated as $9.00. 
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directly to the student. This is a quarterly publication, with issues in January, April, July, and 
October. Your first issue should reach you in about three weeks from the date of your order. 
As far as possible, new subscriptions will start with the latest issue already published at the time 
the subscription is received. Your subscription will be started with earlier issues if you so request. 


Applications should be signed by instructors who are members of the American Accounting 
Association, 


Associate memberships are intended as a below-cost subsidy to students and are not designed for 
use by other persons. A subscription under an associate membership will not be honored if it 
is to start after a person leaves the status of a student. Applications for full membership or sub- 
scriptions to the Accounting Review are available for persons who are not students. 


A student who now is an associate member may request that such membership be extended while 
he is in the armed services. Such extension will be granted only for one year at a time and only 
if the regular fee is paid and is accompanied by an associate membership blank signed by the 
student's last instructor. Additional requests for extension may be submitted in the future for each 
year the student is in service. 


As long as the existing supply lasts, a copy of the book CPA Examination Requirements will be 
given as a bonus with each application for Associate Membership. 


Dues will be increased to $1.50 per year ($2.00 outside of the continental United States) on 
applications postmarked on or after July 1, 1952, and on applications effective with the July, 
1952 issue of the Accounting Review. 


WRITE FOR A SUPPLY OF APPLICATION BLANKS 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 


University of Illinois 
Urbana, Illinois 


(Place your name on this advertisement and use it as an order form) 


| 
| 
| 
| 
| 
| 


